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[Filed April 6, 1959] 


In tHE Unrrep States Districr Court ror THE DistTRICT 
or CoLUMBIA 


Civil Action No. 980-’59 


Tue Cauirornia Company, a corporation, 1700 K Street, 
N. W., Washington 6, D. C., PLAINTIFF. 
v 
Frep A. Seaton, Secretary of the Interior, Washington 
25, D. C., DEFENDANT 


Compuaint For Review, ror DeciaraTorY JUDGMENT AND 
For InguNcCTIVE RELIEF 


The plaintiff for its complaint represents as follows: 


1. The plaintiff is a corporation duly incorporated under 
the laws of the State of California and is duly authorized 
to do business in the District of Columbia. 

2. The defendant is the Secretary of the Interior of the 
United States and is charged with the administration of 
the laws relating to oil and gas leasing of lands of the 
United States. His official residence is the District of 
Columbia. 

3. The matter in controversy, exclusive of interest, and 
costs, exceeds the sum of $10,000.00. 

4. The jurisdiction of this Court is invoked under Title 
11, Section 306 of the District of Columbia Code and 
upon the ground that the controversy arises under the 
laws of the United States. 

5. Plaintiff is the operator and lease owner of four fed- 
eral oil and gas leases from the United States, effective 
March 1, 1949, identified as BLM-FW 013006, 013045, 
013046, and 013047, covering oil and gas lands of the United 
States located in Plaquemines Parish, Louisiana. 

6. The controlling statute directs that the leases be con- 
ditioned upon payment by the lessee of a royalty of 1214% 
“cin amount or value of the production removed or sold 
from the lease.’’ Section 17 of the Mineral Leasing Act 
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of February 25, 1920, c. 85, 41 Stat. 443, as amended (30 
U.S.C. 226). 


As to royalties, each of the leases in suit provides: 


Royalty on production—To pay the lessor 12% 
percent royalty on the production removed or sold 
from the leased lands. 


* * * * * . * 


In determining the amount or value of gas and 
liquid products produced, the amount or value shall 
be net after an allowance for the cost of manufacture. 
The allowance for cost of manufacture may exceed 
two-thirds of the amount or value of any product only 
on approval by the Secretary of the Interior. 


7. The gas produced under the leases in suit is sold by 
plaintiff to the Southern Natural Gas Company under a 
contract dated July 31, 1951, filed with the Geological Sur- 
vey and approved as required by section 2(e) of the leases. 

Under the sales contract, before the gas produced from 
the leases will be accepted by the buyer, it must be gathered 
and must conform to certain minimum specifications, par- 
ticularly, as to pressure and water content, in order to be 
accepted as suitable for transmission in the buyer’s pipe- 
line. Since the beginning of gas sales, the plaintiff, at its 
own cost, has gathered, compressed, and dehydrated the 
gas where necessary to make the gas acceptable for entry 
into the buyer’s pipeline. Due to variations in the gas 
produced from different wells, craters and formations, the 
cost of gathering, compressing and dehydrating likewise 
varies. The costs vary from zero where no processing is 
required to a maximum of approximately 4.17 cents per 
thousand cubic feet (m.c.f.) of gas. The weighted average 
for these costs per m.c.f. for the total volume of gas de- 
livered is approximately 2 cents per m.c.f. 

8. Since the beginning of gas sales, the plaintiff has paid 
to the United States royalties on the sales contract price 
less the cost of gathering, compressing, and dehydrating 
the gas. The field representative of the Geological Survey, 
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by letter of May 21, 1957, demanded that plaintiff pay 
royalties on the costs of gathering, compressing, and de- 
hydrating, on penalty of shutting down the wells, and can- 
celing the leases. For past sales this demand would ap- 
proximate $50,000.00 in royalties. 


On appeal, the Acting Director of the Geological Survey 
by decision of September 27, 1957, affirmed the action of 
his field representative. 

On appeal to the Secretary of the Interior, the Acting 
Director’s decision was affirmed by decision entitled The 
California Company, A-27d71, dated February 20, 1959, 
delivered to plaintiff on March 10, 1959. 

The Secretary’s decision made no reference to the statu- 
tory authority governing collection of royalties, but relied 
primarily on the regulation providing that (30 CFR 
221.47) : 


Under no circumstances shall the value of production 
* * * for the purposes of computing royalty be deemed 
to be less than the gross proceeds accruing to the 
lessee from the sale thereof [production] * * *. 


9. Plaintiff has exhausted its administrative remedy. 

10. The action of the defendant in holding that royalties 
may be collected on plaintiff’s costs of gathering, compress- 
ing, and dehydrating the gas is unlawful, arbitrary, and 
unreasonable. It is in excess of his statutory authority to 
collect royalties on the amount or value of the production 
and is in violation of the contract provisions of the leases 
calling for computation of royalties on the net value of 
production. It is contrary to the policy of the Depart- 
ment of the Interior and practice of the industry to 
collect royalties on the value of gas in the condition in which 
it comes from the well but not less than the actual money 
value of the gas to the lessee in the field. 


To the extent that the defendant’s regulations are ap- 
plied to collect royalties on plaintiff’s cost of preparing 
or processing the gas for the buyer, they are beyond the 
Seerctary’s statutory authority to collect royalties on the 
value of production and are therefore void. 
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Wuenrerorg, plaintiff prays: 


1. That defendant be restrained and enjoined pendente 
lite from taking any steps to cancel the lease or to enforce 
the procedure governing defaults on account of the claim 
for unpaid royalties here in controversy. 

2. That it be declared and adjudged that the defendant 
is without authority to collect royalties on the costs and 
expenses of gathering, compressing, and dehydrating the 
gas produced under the four leases in suit. 

3. That defendant pay to plaintiff the costs of this action. 

4, That plaintiff have such other and further relief as is 
just and equitable. 


[Filed June 5, 1959] 
ANSWER 
The defendant, by his attorney, Thos. L. McKevitt, At- 
torney, Department of Justice, for his answer says: 
First DEFENSE 


The complaint fails to state a claim upon which relief 
can be granted. 
Seconp DrFENnsE 


The plaintiff has an adequate remedy at law. 


Tuirp DEFENSE 


The action is in reality one against the United States 
and the United States, a sovereign not amenable to suit, 
is an indispensable party. 


Fovrrsn DErEeNnsE 


I 


The allegations in paragraphs 1, 2, and 3 are admitted. 


II 


The allegations in paragraph 4 constitute conclusions of 


law. 
III 


With respect to the allegations in paragraph 5, defendant 
admits that oil and gas lease BLM-FW 013006 was issued 
to Frank J. Lobrano on March 1, 1949, that oil and gas 
leases BLM-FW 013045, 013046 and 013047 were issued to 
Allen L. Lobrano on the same date and that operating 
agreements covering each of these leases in favor of the 
California Company were approved on April 19, 1949. 


IV 


With respect to the allegation in paragraph 6, the leases 
referred to therein when introduced into evidence will 
speak for themselves. 
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Vv 


Defendant is without sufficient information to form a 
belief with respect to the truth or falsity of the allegations 
in paragraph 7 of the complaint except that the allegations 
in the first sentence are admitted. 


vI 


With respect to the allegations in paragraph 8, the plain- 
tiff has been billed monthly for the royalty due to the 
United States on the gas sold from the leased areas in 
question. The plaintiff, in making its royalty payments, 
has improperly deducted various amounts said by the 
plaintiff to represent the cost of gathering, compressing 
and dehydrating. Since these deductions were not allow- 
able, the field representative of the Geological Survey, by 
letter of May 21, 1957, demanded their payment. Defendant 
admits that the unauthorized amounts which remain due and 
owing to the United States approximate $50,000.00. De- 
fendant admits that the action of the field representative 
was affirmed by the Acting Director of the Geological 


Survey and that the Acting Director’s decision was affirmed 
by the defendant on February 20, 1959. The terms of 
that decision speak for themselves. Defendant denies the 
allegations in paragraph 8 not herein specifically admitted. 


VII 


Defendant admits the allegations in paragraph 9. 


Vill 
Defendant denies the allegations in paragraph 10. 


Wuererore, the defendant demands that the complaint 
be dismissed and that he be awarded his costs. 
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[Filed July 27, 1959] 


AMENDED ANSWER 


The defendant Fred A. Seaton, by his attorney, for his 
amended answer says: 


I 


The defendant adopts the defenses and allegations of 
the answer heretofore filed in this cause on or about June 
5, 1959, except the allegations appearing in paragraph V 
under the fourth defense. The allegations in that para- 
graph are hereby amended to read as follows: 


FourtH DEFENSE 


Vv 


Defendant admits, as alleged in the first sentence in 
paragraph 7 of the complaint, that a copy of a contract 
dated July 31, 1951, between the plaintiff and the Southern 
Natural Gas Company, was sent to the Oil and Gas Division, 
United States Geological Survey, Tulsa, Oklahoma, to- 


gether with a ‘‘stipulation,’’ but defendant denies that the 
contract was ever approved. Defendant is without informa- 
tion sufficient to form a belief with respect to the truth or 
falsity of the remaining allegations in paragraph 7. 


Wuenrerore, defendant demands that the complaint be 
dismissed and that he be awarded his costs. 
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{Filed January 4, 1961] 


SrreuLation 


It is hereby stipulated by and between the parties hereto, 
through their respective attorneys, as follows: 


1. The land in suit is covered by four oil and gas leases, 
all effective March 1, 1949, all issued by the United States 
and identified as follows: 


Lease BLM-FW 013006 to Frank J. Lobrano 
Lease BLM-FW 013045 to Allen L. Lobrano 
Lease BLM-FW 013046 to Allen L. Lobrano 
Lease BLM-FW 013047 to Allen L. Lobrano 


A copy of Lease BLM-FW 013045 listed under paragraph 
3 of this stipulation accompanies this stipulation and so 
far as they are material to this lawsuit the provisions of 
each of the other three leases are identical to Lease BLM- 
FW 013045. 

2. Each of the above named lessees executed an operat- 
ing agreement to The California Company covering each 
of the four leases. The operating agreements are dated 
February 2, 1949, as to Lease BLM-FW 013006 and Febru- 
ary 3, 1949, as to the other three leases. A copy of the 
operating agrement covering Lease BLM-FW 013045, 
listed under paragraph 3 of this stipulation, accompanies 
this stipulation, and, so far as they are material to this 
lawsuit, the provisions of each of the other three operat- 
ing agreements are identical to the operating agreement 
for Lease BLM-FW 013045. 

3. The following exhibits attached hereto as Exhibits 
1 to 12, inclusive, constitute material relating to this litiga- 
tion and to the appeals taken by the plaintiff to the Direc- 
tor, Geological Survey, and to the Secretary of the Interior. 
These exhibits may be received in evidence without objec- 
tion as to their authenticity but subject to objection on the 
grounds of materiality and relevancy and as to Exhibits 11 
and 12 the plaintiff objects on the ground that it was not 
furnished with copies of the documents at any time during 
the administrative proceedings and had no information as 
to the existence of these documents before pretrial. 
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Exhibit 1. Lease BLM-FW 013045, effective March 1, 
1949, from the United States to Allen L. Lobrano. 

Note: Copies of Leases BLM-FW 013006 to Frank J. 
Lobrano, and BLM-FW 013046 and BLM-FW 013047, both 
to Allen L. Lobrano, all effective March 1, 1949, are not 
annexed since it is stipulated that their material provisions 
are identical to the provisions of Exhibit 1, Lease BLM-FW 
013045. 

Ezhibit 2. Operating agreement dated February 3, 1949, 
between Allen L. Lobrano and The California Company, 
covering Lease BLM-FW 013049. 

Note: Copies of the three operating agreements cover- 
ine the other three leases are not annexed since it is 
stipulated that the material provisions of the three operat- 
ing agreements are identical to the provisions of Exhibit 
2 above. 

Exhibit 3. Letter dated August 28, 1951, from The Cali- 
fornia Company to J. R. Reeve, Supervisor, Oil and Gas 
Division, United States Geological Survey, and a copy of 
the stipulation executed pursuant to 30 C.F.R. 223.4 re- 
ferred to in that letter. 

Exhibit 4. Letter dated May 21, 1957, from the Oil and 
Gas Supervisor, Gulf Coast Region, Department of the 
Interior, Geological Survey, New Orleans, to The Cali- 
fornia Company. 

Exhibit 5. Letter dated June 6, 1957, from The Cali- 
fornia Company to the Director of the Geological Survey, 
Department of the Interior, Washington, D.C., containing 
5 pages and accompanying exhibits identified as follows: 


Exhibit 5A. (Exhibit A to Exhibit 5)—A plat showing 
the extension of Southern Natural Gas Company’s pipeline 
facilities to service the area in suit. 

Exhibit 5B. (Exhibit B to Exhibit 5)—Excerpts from 
the provisions of the gas purchase contract between The 
California Company, seller, and the Southern Natural Gas 
Company, buyer. 

Exhibit 5C. (Exhibit C to Exhibit 5)—Operating regula- 
tions, United States Geological Survey. 

Exhibit 5D. (Exhibit D to Exhibit 5)—Memorandum 
dated May 27, 1957, from J. O. Sanders to T. B. Flood, 


entitled, ‘‘Gas Volumes, Romere Pass, Fuel’’ with 5 maps 
annexed, as follows: 


Exhibit 5D-1. Facility Map Romere Pass Tank Battery 
#1 (7-29-54; HB-320; T-15-C). 

Exhibit 5D-2. Gas Volume Breakdown, Tank Battery #1. 
Romere Pass (5-24-57; HA-383; C-15539). 

Exhibit 5D-3. Gas Volume Breakdown, Tank Battery #2. 
Romere Pass (5-24-57; HA-382; B-8025). 

Exhibit 5D-4. Gas Volume Breakdown, Tank Battery #3. 
Romere Pass (5-23-57; HA-381; B-8024). 

Exhibit 5D-5. Pipe Lines & Facilities. Romere Pass 
Field (8-20-51; HC-660; Tube 9-C). 


Exhibit 6. Appeal, June 21, 1957, The California Com- 
pany to E. W. Henderson, Oil and Gas Supervisor, Depart- 
ment of the Interior, New Orleans, Louisiana. 

Exhibit 7. Opinion dated September 27, 1957, Acting 
Director, Geological Survey, re GS-23-0&G, The Califorina 
Company. 

Exhibit 8. Notice of appeal filed November 4, 1957, from 
decision in Exhibit 7 to Secretary of the Interior. 

Exhibit 9. Brief of The California Company filed Janu- 
ary 6, 1958. 

Exhibit 10. Decision dated February 20, 1959, by the 
Deputy Solicitor, A-27571, The California Company, issued 
March 9, 1959. 

Exhibit 11. Letter dated June 19, 1957, from E. W. 
Henderson, Oil and Gas Supervisor, Department of the 
Interior, New Orleans, Louisiana, to Chief, Oil and Gas 
Leasing Branch, Geological Survey. 

Exhibit 12. Letter dated June 24, 1957, from E. W. 
Henderson, Oil and Gas Supervisor, Department of the 
Interior, New Orleans, Louisiana, to Chief, Oil and Gas 
Leasing Branch, Geological Survey. 

Exhibit 13. Article 7 of gas purchase contract. 


4. The royalties in controversy are being held in a sus- 
pense account by the Department of the Interior pending 
the outcome of this litigation. 

5. The value of the matter in controversy exceeds $10,000, 
exclusive of interest and costs. 
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Exuzerr 1 ro STIPULATION 


Unrrep States DEPARTMENT OF THE INTERIOR, Bureau oF 
Lanp ManaGEMENT 


NoncoMPETITIVE 


Acquired Lands 
Serial B.L.M.-F.W.—013045 
(Louisiana) 


Lease or Om axp Gas Laxps Usper tHE Act or August 
7, 1947 (61 Stat. 913) 


Ts IxpENTURE oF Lease, entered into, in triplicate, and 
to take effect as of Marc# 1, 1949 by and between the Unirep 
Srates or America, through the Bureau of Land Manage- 
ment, hereinafter called the lessor, and Allen L. Lobrano, 
Pointe a la Hache, Louisiana, party of the second part, 
hereinafter called the lessee, under, pursuant, and subject 
to the terms and provisions of the act of August 7, 1947 (61 
Stat. 913), hereinafter referred to as the act, and to all 
reasonable regulations thereunder which are now or here- 
after shall be in force, which are made a part hereof. 


WITNESSETH : 


Section 1. Rights of Lessee.—That the lessor, in consid- 
eration of rents and royalties to be paid, and the conditions 
and covenants to be observed as herein set forth, does 
hereby grant and lease to the lessee the exclusive right and 
privilege to drill for, mine, extract, remove, and dispose of 
all the oil and gas deposits owned by the lessor except 
helium gas in or under the following-described tracts of 
land situated in [The land description is not in controversy] 
containing 2341.00 acres, more or less, together with the 
right to construct and maintain thereupon all works, build- 
ings, plants, waterways, roads, telegraph or telephone lines, 
pipe lines, reservoirs, tanks, pumping stations, or other 
structures necessary to the full enjoyment thereof, for a 
period of 5 years, and so long thereafter as oil or gas is 
produced in paying quantities; subject to any unit agree- 
ment heretofore or hereafter approved by the Secretary of 
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the Interior, the provisions of said agreement to govern the 
lands subject thereto where inconsistencies with the terms 
of this lease occur. 


Sec. 2. In consideration of the foregoing, the lessee 
hereby agrees: [The provisions of section 2(a)-(c) are 
not in controvery and are omitted.] * * *. 


(d) Rentals and royalties.—(1) To pay the rentals and 
royalties set out in the rental and royalty schedule at- 
tached hereto and made a part hereof. 


(2) It is expressly agreed that the Secretary of the 
Interior may establish reasonable minimum values for pur- 
poses of computing royalty on any or all oil, gas, natural 
gasoline, and other products obtained from gas; due con- 
sideration being given to the highest price paid for a part 
or for a majority of production of like quality in the same 
field, to the price received by the lessee, to posted prices and 
to other relevant matters and, whenever appropriate, after 
notice and opportunity to be heard. 

(3) When paid in value, such royalties on production 
shall be due and payable monthly on the last day of the 
calendar month next following the calendar month in which 
produced. When paid in amount of production, such roy- 
alty products shall be delivered in merchantable condition 
on the premises where produced without cost to lessor, 
unless otherwise agreed to by the parties hereto, at such 
times and in such tanks provided by the lessee as reasonably 
may be required by the lessor, but in no case shall the lessee 
be required to hold such royalty oil or other products in 
storage beyond the last day of the calendar month next 
following the calendar month in which produced. The 
lessee shall not be responsible or held liable for the loss or 
destruction of royalty oil or other products in storage from 
causes over which he has no control. 

(4) Royalties shall be subject to reduction on the entire 
leasehold or on any portion thereof segregated for royalty 
purposes if the Secretary of the Interior finds that the 
lease cannot be successfully operated upon the royalties 
fixed herein, or that such action will encourage the greatest 
ultimate recovery of oil or gas or promote conservation. 
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(e) Contracts for disposal of products—Not to sell or 
otherwise dispose of oil, gas, natural gasoline, and other 
products of the lease except in accordance with a contract 
or other arrangement first approved by the Director of the 
Geological Survey or his representative, such approval to 
be subject to review by the Secretary of the Interior but 
to be effective unless and until revoked by the Secretary 
or the approving officer, and to file with such officer all 
contracts or full information as to other arrangements for 
such sales. 


[The provisions of Sections 2(f)-2(y), Sections 3-10, are 
not in controversy and are omitted.] 


° ° * * * 


Schedule ‘‘A’’ 
RewtaLts anp Roya.tres 


Rentals.—To pay the lessor in advance on the first day 
of the month in which the lease issues a rental at the fol- 
lowing rates: 


(a) If the lands are wholly outside the known geologic 
structure of a producing oil or gas field: 


(1) For the first lease year, a rental of 50 cents 
per acre. 

(2) For the second and third lease years, no rental. 

(3) For the fourth and fifth years, 25 cents per acre. 


(4) For the sixth and each succeeding year, 50 cents 
per acre. 


(b) On leases wholly or partly within the geologic struc- 
ture of a producing oil or gas field: 


(1) Beginning with the first lease year after 30 days’ 
notice that all or part of the land is included in 
such a structure and for each year thereafter, 
prior to a discovery of oil or gas on the lands 
herein, $1 per acre. 

(2) On the lands committed to an approved coopera- 
tive or unit plan which includes a well capable 
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of producing oil or gas and contains a general 
provision for allocation of production, for the 
lands not within the participating area an an- 
nual rental of 50 cents per acre for the first and 
each succeeding lease year following discovery. 


Minimum royalty.—To pay the lessor in lieu of rental at 
the expiration of each lease year after discovery a minimum 
royalty of $1 per acre or, if there is production, the differ- 
ence between the actual royalty paid during the year and 
the prescribed minimum royalty of $1 per acre, provided 
that on unitized leases, the minimum royalty shall be pay- 
able only on the participating acreage. 

Royalty on production.—To pay the lessor 12% percent 
royalty on the production removed or sold from the leased 
lands. 


The average production per well per day for oil and for 
gas shall be determined pursuant to 30 CFR, Part 221, 
‘¢Oil and Gas Operating Regulations.’’ 

In determining the amount or value of gas and liquid 
products produced, the amount or value shall be net after 


an allowance for the cost of manufacture. The allowance 
for cost of manufacture may exceed two-thirds of the 
amount or value of any product only on approval by the 
Secretary of the Interior. 


Exursit 2 to StTrpuLaTION 


Operating Agreement Covering Oil and Gas Lease BLM- 
FW 013045 (Exhibit 1) 


[The provisions of the operating agreement are not in 
controversy. Omitted.) 
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Exursir 3 To STIPULATION 


Tue CaLirornia CoMPANY 


800 The California Company Building 
New Orleans 12, Louisiana 


August 28, 1951 


Harold D. Brennand 
Manager 
Oil and Gas Sales 


OC-46—Sate or Gas, Romere Pass, SourHern NaturaL 
Gas Co. 


Mr. J. R. Reeve, Supervisor, 
Oil and Gas Division, 

U. S. Geological Survey, 
Department of Interior, 

P.O. Box 311, 

Tulsa, Oklahoma. 


Dear Mr. REEVE: 


We have recently executed a long term gas sales contract 
with the Southern Natural Gas Company dated July 31, 
1951, which, among other gas committed, covers the gas 
produced from the Romere Pass field including Federal 
acreage. We are enclosing three certified originals to- 
gether with photostatic copies of the signature pages from 
this contract. Also pursuant to U.S.G.S. oil and gas operat- 
ing regulation section 223.4, we are enclosing three executed 
stipulations pertaining thereto. 

We would appreciate your holding the contents of this 
contract in a confidential status for the present until a 
general announcement has been made of its terms. 


Yours very truly, 
Tae CairorNia CoMPANY. 
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StrrvLaTion 


It is hereby understood and agreed that approval of the 
agreement in question shall be subject to the condition that 
nothing therein shall be construed as affecting any of the 
relations between the United States and its lessee, particu- 
larly in matters of gas waste, taking royalty in kind and 
the method of computing royalties due as based on a mini- 
mum valuation and in accordance with the terms and pro- 
visions of the oil and gas operating regulations applica- 
ble to the lands covered by said agreement. 


Tue Catirornia Company. 


The above stipulation refers to a gas sales agreement 
dated July 31, 1951 by and between The California Com- 
pany, Seller, and the Southern Natural Gas Company, 
Buyer, covering the sale and purchase of gas produced in 
the Romere Pass Field, Plaquemines Parish, Louisiana, and 
embraced in the Federal Oil and Gas Lease BLM-FW- 
013046 et al and certain other non-federal fields. 


Exuzsir 4 to Strpvation 
Unirep States DEparTMENT oF THE INTERIOR 
Geological Survey 
May 21, 1957 
Registered Mail 
Return Receipt Requested 


The California Company, 
800 The California Company Building, 
New Orleans 12, Louisiana. 


GENTLEMEN : 


Subsequent to December 1953 certain deductions have 
been made to cover cost of compressing, gathering and de- 
hydrating gas marketed from wells on lands committed 
to the Romere Pass unit agreement prior to computation 
of the value of the Federal Government’s royalty interest 
in such gas. The monthly statements of royalty due which 
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have been furnished your company by this office subsequent 
to December 1953 have clearly shown such deductions 
would not be allowed and the disallowance further em- 
phasized in letters of February 2, 1955, December 4, 1956 
and in a number of conferences. You have not elected to 
appeal, as provided in 30 CFR 221.66, the decision that 
deductions to cover cost of compressing, gathering and de- 
hydrating would not be allowed. 

No action has been taken by this office to compel immedi- 
ate payment since it was understood the matter was being 
reviewed to determine whether an appeal should be taken 
or payment of the unauthorized deductions made. Further- 
more, an appeal of The Texas Company of a disallowance of 
deductions under conditions very closely paralleling those 
of this case was pending and it was thought that results of 
the appeal would influence your decision. The decision 
dated April 1, 1957 of The Texas Company’s appeal held 
no part of the cost of conditioning gas produced on a Fed- 
eral lease to make such gas marketable could be charged to 
the lessor. Although the ruling in The Texas Company’s 
case has been available for review approximately a month, 
this office has been informally advised that additional time 
is needed for decision whether to appeal or make the pay- 
ment demanded. 

The withholding of royalty payment due the Federal 
Government on gas produced and marketed from leases 
committed to the Romere Pass unit agreement constitutes 
non-compliance with the oil and gas operating regulations 
and a penalty for such non-compliance is provided in 30 
CFR 221.53. If this default is not rectified within 30 days 
from receipt of this order to make delinquent royalty pay- 
ments, the authority stated in 30 CFR 221.53 will be exer- 
cised. Your attention is called to a right of appeal from 
this order as provided in 30 CFR 221.66. 


Very truly yours, 


E. W. Henperson, 
Oil and Gas Supervisor, 
Gulf Coast Region. 
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Exurit 5 to Sripvunation 


Tue Cauirornia CoMPANy 


800 The California Company Building 
New Orleans 12, Louisiana 


June 6, 1957 


Appeau FroM RULING oF THE Or anp Gas Supervisor, GULF 
Coast Recion, RELATIVE TO THE REDUCTION OF CERTAIN 
Costs ror GATHERING, COMPRESSING AND DeHYDRATING Gas 
Propucep FROM THE RomerE Pass FIELD, PLAQUEMINES 
Paris, Louisiana. Feperat Leases BLM-FW 013045, 
BLM-FW 013046, BLM-FW 013047, BLM-FW 013006. 


The Director of the Geological Survey, 
Department of the Interior, 
Washington, D. C. 


Dear Mr. Director: 


We are in receipt of a registered letter from Mr. E. W. 
Henderson, Oil and Gas Supervisor, Gulf Coast Region, 
New Orleans, Louisiana, dated May 21, 1957, the pertinent 
portions of which read as follows: 


‘“‘The withholding of royalty payment due the Fed- 
eral Government on gas produced and marketed from 
leases committed to the Romere Pass Unit agreement 
constitutes non-compliance with the oil and gas operat- 
ing regulations and a penalty for such non-compliance 
is provided in 30 CFR 221.53. If this default is not 
rectified within 30 days from receipt of this order to 
make delinquent royalty payments, the authority stated 
in 30 CFR 221.53 will be exercised. Your attention is 
called to a right of appeal from this order as provided 
in 30 CFR 221.66.’’ 


We feel that this matter has been properly held in abey- 
ance in the hope that the appeal by The Texas Company 
involving GLO-09287 (A-27427) would be decisive of the 
questions here involved. We regret that the decision handed 
down in The Texas Company appeal does not, in our 
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opinion, dispose of the questions arising under our Romere 
Pass operations. In this connection we wish to call your 
attention to the following: 


1. The discovery well on the Romere Pass Unit was com- 
pleted on January 9, 1950. Since that time more than 100 
producing wells have been drilled in the field. The Romere 
Pass Field is a multiple sand field producing dry gas, gas 
distillate and gas associated with oil from various horizons 
and at various pressures. At the time of the initial dis- 
covery no market existed for gas produced from this field 
and such condition continued to exist until The California 
Company was successful in negotiating a contract with 
Southern Natural Gas Company as more fully set out below. 

2. Early in 1950 The California Company entered into 
negotiations with Southern Natural Gas Company to induce 
that company to extend its pipe line system into the lower 
Mississippi delta for the purpose of purchasing gas pro- 
duced in that area. In order to make such project eco- 
nomically feasible to Southern Natural Gas, The California 
Company agreed to commit all of its gas reserves not only 
from Romere Pass Field but also from the Coquille Bay, 
Quarantine Bay, Main Pass, Grand Bay, Bayou de Fleur, 
Alliance, West Barataria, South Barataria Fields situated 
in Plaquemines and Jefferson Parishes, Louisiana. These 
negotiations resulted in said parties entering into a gas 
sales contract dated July 31, 1951. Thereafter, Southern 
Natural Gas Company applied to the Federal Power Com- 
mission for a Certificate of Public Convenience and Neces- 
sity to construct the necessary pipe line facilities, which 
certificate was granted on October 31, 1952. 

On January 7, 1953, Southern Natural Gas Company 
advised The California Company that the terms and con- 
ditions of said certificate were satisfactory and they con- 
sidered it to be economically practicable to proceed with 
the construction of the pipe line facilities. Such facilities 
were constructed in due course and The California Com- 
pany and Southern Natural Gas Company agreed that the 
first contract year under the gas sales contract of July 31, 
1951 would begin as of 7:00 A.M. April 1, 1954. 

Attached is a plat marked Exhibit ‘“‘A’’ showing the 
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extension of Southern Natural Gas Company’s pipe line 
facilities to service this area. 

3. We have reviewed the above negotiations to some 
length in order to emphasize that no ‘‘market’’ existed in 
Romere Pass for gas of any character, be it wet gas or 
dry gas or casing-head gas and irrespective of its pressure, 
before the Southern Natural Gas Company contract went 
into effect and that contract constitutes and is the entire 
market for that area. It is the company’s position that 
the value of the gas on which royalty should be paid to the 
Government is the net amount that the company receives 
from such gas from the purchaser thereof. 

4, The Southern Natural Gas Company contract provides 
for a schedule of prices (Art. 8) during first 5 years, com- 
mencing on date of first delivery, of 12¢ per mef. 

This price escalates 1¢ each five years to a price of 16¢ 
per mef. This price was based on a 15.025 pound pressure 
base. At the time this contract was negotiated this price 
was by far the highest price being paid for any substantial 
volume of gas in Plaquemines Parish. According to our 
best information and belief, the next highest price being 
paid in the Parish for anything like equivalent volumes 
of gas was 714¢ per mef at a pressure base of 16.7 pounds. 
So even if the Department undertook to establish a value 
for gas under the provisions of Paragraph 221.47 of the 
Regulations, it would have to look to the Southern Natural 
contract as establishing the highest area price. 

Attached hereto and marked Exhibit ‘‘B’’ are excerpts 
of the relevant provisions of the Southern Natural Gas 
Company contract. 

5. Fundamentally, the royalty rights of the lessor and 
royalty obligations of the lessee under an oil and gas con- 
tract are contractual in nature and as the parties contract, 
so are they bound. However, if the contract itself is not 
clear then the parties must resort to the customs and usages 
of the industry. We feel that the subject leases, standing 
alone or read in connection with the operating regulations, 
are clear and are in accord with the general practices of 
the industry. 


6. Specifically reviewing the royalty provisions of the 
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subject leases, Paragraph (b) Rentals and Royalties, Sub- 
paragraph 1 thereof, provides that the lessee pay the rentals 
and royalties set out in the rentals and royalties schedule 
attached to the lease and made a part thereof. This rental 
and royalty schedule provides for a royalty on production 
of 1214% and contains the following specific provision: 


“In determining the amount or value of gas and 
liquid products produced, the amount or value shall 
be net after an allowance for the cost of manufacture. 
The allowance for cost or manufacture may exceed 
%, of the amount or value of any product only on 
approval by the Secretary of the Interior.’’ 


The subject leases were granted subject to the terms 
and provisions of the Act of August 7, 1947 (61 Stat. 913), 
and to all reasonable regulations thereunder which are now 
or which shall hereafter be in foree. The effect of this 
provision is to incorporate in the lease the Operating Regu- 
lations of the U. S. Geological Survey. The pertinent por- 
tions of such Regulations are the first paragraph of Section 
221.46 and all of Sections 221.47, 221.50 and 221.51, copies 
of which are attached hereto as Exhibit ‘¢C’’. 

In reading these Regulations, it is easy to take a word, 
a phrase or a sentence out of context and arrive at an 
interpretation which is inconsistent with the obvious intent 
of the Regulations when read as a whole. We feel that 
the intent of the Regulations is expressed in the last sen- 
tence of Section 221.47 of the Regulations which reads as 
follows: 


“Tn the absence of good reason to the contrary, 
value computed on the basis of the highest priee per 
barrel, thousand cubie feet, or gallon paid or offered 
at the time of production in a fair and open market 
for the major portion of like-quality oil, gas or other 
products produced and sold from the field or area 
where the leased lands are situated will be considered 


” 


to be a reasonable value. 


In this connection, we wish to again direct your attention 
to the fact that at the time the gas purchase contract with 
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Southern Natural Gas Company was negotiated, the price 
provided therein was the highest price then being paid in 
Plaquemines Parish, Louisiana and we were able to obtain 
that price only by dedicating the reserves in the eight fields 
mentioned above in addition to those of Romere Pass itself. 

7. With a multiple sand field such as Romere Pass which 
produces dry gas, wet or distillate gas and casing-head gas 
from various horizons, and at various pressures, it is diffi- 
cult to give a precise analysis of operating procedures. 
However, we feel that the following general statement is 
both accurate and sufficient for the purposes of this presen- 
tation. Namely: that all gas produced is first run through 
appropriate separators operated at pressures consistent 
with the maximum economic recovery of liquids. No charge 
is made or contemplated for this operation. Gas with pres- 
sure of less than one thousand pounds per square inch is 
then compressed to that figure. Such low pressure gas is 
compressed one, two or three stages depending on its initial 
pressure after passing through the separator. The maximum 
compression charge is 1.5¢ per stage which is less than the 
actual cost. The gas is then passed through dehydrators 
to remove excess water for which a charge of .25¢ is made 
which again is less than the actual cost of operating the 
dehydrators. A gathering charge of .3¢ represents the 
actual cost of gathering. 

Wet gas, after dehydration and compression, is processed 
through a refrigeration plant for recovery of liquid prod- 
ucts. The operating costs of the refrigeration plant are 
not directly involved in this Appeal. We wish to call your 
attention to the fact that dehydration and compression are 
necessary procedures for the successful operation of the 
refrigeration plant and the cost thereof has not been in- 
cluded in any figures furnished the Supervisor with respect 
to such plant costs. However, in the event of an adverse 
decision in this Appeal, the costs of operation of the re- 
frigeration plant will have to be revised to include such 
costs within permissible percentages. 

A statement of operating procedures together with plats 
showing the location of gathering lines, separators, com- 


pressors, dehydrators and refrigeration plants are attached 
hereto marked Exhibit ‘‘D’’ and made a part hereof. 

8. We believe that a fair and impartial review of the 
leases and Operating Regulations clearly indicate an in- 
tention on the part of the Federal Government to collect 
royalty on the fair value of the products obtained from 
Federal leases and that a large part of the language used 
in the Regulations which might indicate a contrary con- 
clusion is incorporated therein to assure that the lessee 
or operator of the leased premises does not incorporate 
charges for which no valid service is rendered. We feel 
that our interpretation is consistent with the generally 
accepted practice of the industry with regard to deduction 
of costs and charges in connection with the production and 
sale of gas. There are numerous authorities to this effect 
but probably the principle involved is best summed up by 
the Supreme Court of the United States in the ease of 
Sartor v. Arkansas Natural Gas Corporation, 321 U.S. 620, 
wherein it is stated that: 


“The Court of Appeals, correctly we think, followed 
the Louisiana substantive rule that the inquiry in a 
ease of this kind shall determine (1) the market price 
at the well, or (2) if there is no market price at the 
well for the gas, what it is actually worth there, and 
in determining this actual value ... every factor 
properly bearing upon its establishment should be 
taken into consideration. Included in these are the 
fixed royalties obtaining in the leases in the field con- 
sidered in the light of their respective dates, the prices 
paid under the pipe line contracts, and what elements, 
besides the value as such of the gas, were included in 
those prices, the conditions existing when they were 
made, and any changes of conditions, the end and aim 
of the whole inquiry, where there was no market price 
at the well, being to ascertain, upon a fair considera- 
tion of all relevant factors, the fair value at the well 
of the gas produced and sold by defendant.’’ 
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The California Company respectfully requests that the 
Director review the matter presented in this Appeal and 
that the deductions for gathering, compressing and de- 
hydrating gas from the Romere Pass Field be allowed and 
that the value of such gas for royalty purposes be estab- 
lished at the net return to The California Company after 
such deductions. 


Yours very truly, 
Tue Cauirornia CoMPANY. 
Exuisit 5A 


[Plat showing the location and extension of the Southern 
Natural Gas Company’s pipeline to area in suit. Omitted. 
(Referred to in Exhibit 5, p. 2)] 


Exuisir 5B 


{Excerpts from Art. 3, sec. 4; Art. 4, see. 2; and Art. 11, 
secs. 1 and 2 of the agreement dated July 31, 1951, be- 
tween The California Company and Southern Natural Gas 
Company. Omitted. (Referred to in Exhibit 5, p. 2) same 


as Exhibit 14, and printed therein. ] 


Exuizit 5C 
[Operating regulations, 30 CFR 221.46, 221.47, 221.50, 
and 221.51. Omitted. (Referred to in Exhibit 5, p. 3)] 
Exuisir 5D 
Tue Catirornia CoMPaNy 
Harvey, Louisiana 
May 27, 1957 
Gas Votumes, Romere Pass Fre_p 
Mr. T. B. Fioop: 


Attached hereto are the data requested on Romere Pass 
Field gas volumes. 


Production rates shown cover the period May 1, 1957 to 
May 9, 1957 after allowable reductions were made and are 
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based on allocated volumes determined by accountants as 
follows: 


aE 


» 


° 
ory 


Read all gas well gas and solution gas charts. 

Gas well gas volumes minus injection gas volumes equals 
gas well gas available for sale. 

Solution gas minus gas-lift gas equals solution gas avail- 
able for sales. 


. Sum of 2. and 3, equals the total volume of gas available 


for sales and normally checks Southern Natural Sales 
Chart within 1%. 


5. Adjust volume of gas available to agree with Southern 


Natural volume. 


. Adjusted total volume of gas available for sale plus 


estimated lease use (fuel) and sales to Gulf equals net 
production. 


. Net production minus gas well gas available for sale 


equals produced volume of solution gas. Gas well gas 
meters are assumed to be correct and no adjustments are 
made to these volumes. 


. Produced solution gas volumes are allocated to individ- 


ual walls based on monthly well tests. 


Meters read in 1. above are: 
Tank Battery #1 


60 psi compressor intake 
500 psi compressor intake 
9000’ sand solution gas 
9709 sand solution gas 


Tank Battery # 2 


60 psi compressor intake 

500 psi compressor intake 

6400’ sand high pressure solution gas 

9700’ sand high pressure solution gas, Well + 57 
9700’ sand high pressure solution gas bulk meter 


Tank Battery + 3 


60 psi compressor intake 
9700 sand high pressure solution gas 


Each gas well is metered individually. 
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Please note the following on schematic drawings: 


1. 


Fuel shown being removed from system upstream of 
dehydrators, indicating that fuel volumes are metered 
with produced gas volumes. Actually fuel taps are up- 
stream of meters at all batteries. However, it was not 
believed that this volume of gas was significant enough 
to adjust individual meter readings to reflect fuel usage, 
thus flow was shown as stated above. 


2. No gas well gas volumes to plant. This reflects summer 


operations and periods of low gas rates to Southern 
Natural. 


. Well + 65, Battery + 2, which is a gas well is tied into 


the solution gas system. When this well was completed, 
it was agreed that there was sufficient capacity in the 
refrigeration plant to handle the additional volume of 
gas. 


. High gas oil ratio solution gas wells are being produced 


through the refrigeration plant. This again reflects sum- 
mer operations and periods of low rates. Tests indicate 
an increase in condensate production from high gas oil 
ratio wells when produced through the refrigeration 
plant, due to the fact that the gas is cooled to approxi- 
mately 0° F, whereas, when flowing through the LTX 
unit in summer, the minimum temperature reached is 
about 50° F. 
J. O. Sanvers. 


Exursits 5D-1 through 5D-5—omitted 


[Map Exhibits 5D-1 through 5D-5 showing the location 


of gathering lines, separators, compressors, dehydrators, 
refrigeration (gasoline) plant in Romere Pass Field, and 
gas volume breakdown from Tank Batteries 1, 2, and 3. 
Omitted (Accompany Ex. 5D, and referred to in Ex. 5, 


p. 4)]. 
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Exurit 6 to STIPULATION 


Tur CaLirornia COMPANY 


800 The California Company Building 
New Orleans 12, Louisiana 


June 21, 1957 


Appeau From RuLING oF THE Om anv Gas SuPERVISION, GULF 
Coast Recion, RELaTIve TO THE DEDUCTION OF CERTAIN 
Costs For GATHERING, CoMPRESSING AND DEHYDRATING Gas 
Propucep FROM THE RoMERE Pass FueLD, PLAQUEMINES 
Paris, Louisiana, FeperaL Leases BLM-FW 013045, 
BLM-FW 013046, BLM-FW 013047, BLM-F'W 013006 


Mr. E. W. Henderson, 

Oil and Gas Supervisor, 
Department of the Interior, 
New Orleans, Louisiana. 


Dear Mr. HENDERSON: 


In reference to our telephone conversation concerning 
gathering charges at Romere Pass, we wish to advise you 
as follows: 


The operating procedures in various fields vary according 
to the particular circumstances. Under normal field con- 
ditions, the separators are located on the leases at or near 
the tank batteries and production functions cease and 
gathering operations commence on the down stream side of 
the separators. At Romere Pass, the gas is brought to 
three central points for separation, namely—Tank Battery 
No. 1, Tank Battery No. 2 and Tank Battery No. 3. This 
is done as a convenience to us and no charge to the Govern- 
ment is made or contemplated. It is at these points that 
gathering and gathering charges commence. Actually, the 
only gathering lines and charges involved are those running 
from Tank Battery No. 2 and Tank Battery No. 3 to the 
delivery point at Tank Battery No. 1. 


The elements which go to make up gathering charges are 
maintenance, depreciation and actual operating costs. De- 
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termination of these costs is a rather complex operation 
in any given field, and usually requires several years experi- 
ence before any authoritative data can be obtained. The 
usual procedure is to start out with what is considered to be 
reasonable in light of our overall experience, in this case a 
3¢ per MCF. A running account is then kept of charges 
and ercdits. Current figures indicate that this charge is 
too high, due probably to allocating gathering charges back 
only to the three tank batteries rather than to the normal 
field separators. The gathering account shows an over- 
charge with respect to gathering (royalty gas only) of 
approximately $400.00. This account is being brought back 
into balance by having reduced the current charge to .05¢ 
per MCF. To date this charge has averaged .127¢ per MCF. 
Figures for dehydration for royalty gas alone at 0.25¢ per 
maximum MCF has resulted in an accumulated undercharge 
of approximately $8,200 to date, which compression at 1.5¢ 
per stage maximum has an accumulated undercharge of ap- 
proximately $2,300. This charge has averaged 1.13¢ per 
stage. These figures are not material to the current appeal 
and are cited for gencral background information only. 


We feel that the instant appeal ean be distinguished from 
The Texas Company—Duck Lake appeal in that in the 
current case no semblance of a ‘‘market’’ existed in the 
Romere Pass field at the time we executed the Southern 
Natural contract. In drawing this distinction we do not 
mean to intimate that we concede that the Duck Lake case 
was correctly decided. On the contrary, we feel that the 
Duck Lake case is contrary to the great weight of authority 
and contrary to a fair interpretation of the lease and 
regulations. 


While we do not desire to belabor the question, we cannot 
help but feel that in the Duck Lake case undue emphasis 
was placed on such terms as ‘‘market,’’ and ‘‘marketable’’ 
as if those terms had a special meaning when applied to gas. 
Gas is purchased under contracts tailored to fit the in- 
dividual seller’s problems and the individual buyer’s needs. 
There is no such thing as ‘“‘specifications’’ which gas must 
meet to be ‘‘marketable”’ either as to water, sulphur or 
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liquid content, or as to pressure. You can’t say that 100 
pound gas is not marketable or that 1000 pound gas is mar- 
ketable. Compressing, dehydrating and gathering are not 
elements of marketability, but of economics. It is sometimes 
done by the buyer, sometimes by the seller, sometimes not at 
all, depending upon the terms of the individual contracts 
and the problems encountered. 


Also, in the Duck Lake considerable capital was made that 
the Regulations contained a specific covenant to market in 
the Federal leases while in the private leases this covenant 
was implied. There is no difference in the binding effect of 
an express covenant and an implied covenant. Each is 
equally binding on the lessee. All that should be required 
of the lessee in the sale of gas is that he negotiate the best 
deal which he can for his products and that he fairly account 
to his lessor for the net proceeds. 


We think that the Royalty Gas Excise Tax law of the State 
of Louisiana is enlightening on this problem. This law (Re- 
vised Statutes 47:691 to 47:697) is known as the ‘‘unjust 
enrichment law’’ which prov ides a 100% tax on the differ- 
ence between the price received by the producer for the sale 
of lessor’s royalty gas and the price actually paid to the 
lessor therefor. In defining what is meant by price received 
by producer, the statute (RS 47:691) reads in part as fol- 
lows: 


‘‘Wherever reference is made in this Part to the price 
received by the producer for gas sold, it shall be con- 
strued to mean the net amount received by the producer 
after deducting from the gross amount received by the 
producer the fair and reasonable field costs and ex- 
penses incurred by the producer in gathering the gas 
and the fair and reasonable costs and expenses incurred 
by the producer in transporting the same from the well 
where it is produced to the point of delivery by the pro- 
ducer to the purchaser thereof, including all taxes, if 
any, directly levied or imposed with respect to such gas 
after it is severed and prior to its delivery by the pro- 
ducer to the purchaser thereof, which are paid by the 
producer either because of the statute levying the same 
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or the provisions of the sales contract under the terms 
of which such gas is sold.’’ 


It is our view that you cannot apply conventional tests of 
‘‘market’’? and ‘‘marketability’’ to gas as though you were 
dealing with a case of grade ‘‘A’’ eggs, a bushel of No. 1 
Red Wheat or a barrel of Louisiana Sweet Crude. Market- 
ing of gas has factors affecting price other than its mere 
physical characteristics. For instance, a higher price per 
MCF can be obtained for a large reserve than a small one; 
and for a reserve near a consuming center than from a 
remote area. We could not have gotten the price for Romere 
Pass gas which we did get, without sweetening the deal by 
throwing in other large reserves. The amounts involved at 
Romere Pass are not significant within themselves but as 
production moves seaward on the Outer Continental Shelf, 
where costs multiply rapidly, factors such as these may 
be determinative of whether or not gas can be sold from 
that area. 


Consistent with industry practice, we should be permitted to 


expense the costs of gathering, dehydrating and compress- 
ing before paying royalty. 


Yours very truly, 
Tye CaLirornia CoMPaNy. 
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Exursrr 7 To STIPULATION 


Unitep States, DEPARTMENT OF THE INTERIOR 


Geological Survey 
Washington 25, D. C. 


September 27, 1957 
GS-23-0&G 


Tue CaLirornia CoMPANY, APPELLANT 


Leases BLM-FW 013006, 013045, 013046, 013047 


Romere Pass Unit Agreement, Louisiana 


Appeal from action taken by the Oil and Gas Supervisor 
disallowing reduction in value of gas for royalty account- 
ing purposes 

Affirmed 


By registered letter dated May 21, 1957, the Oil and 
Gas Supervisor, Gulf Coast Region, U. S. Geological Sur- 
vey, New Orleans, Louisiana, informed The California Com- 
pany that the withholding of royalty payment due the Fed- 
eral Government on gas produced from leases BLM-FW 
013006, 013045, 013046, and 013047, all committed to the 
Romere Pass Unit Agreement (I-Sec. No. 699) constituted 
noncompliance with the Oil and Gas Operating Regula- 
tions, 30 CFR part 221. The Supervisor allowed 30 days 
to rectify the default, i.c., to make the delinquent royalty 
payments. On June 6, 1957, The California Company 
filed an appeal with the Director, Geological Survey; such 
appeal based on the contention that full royalty was being 
paid to the United States for gas produced and sold from 
the Romere Pass Unit, and that certain charges for com- 
pressing, gathering, and dehydrating such gas should be 
borne by the United States on the royalty portion of the 
gas sold. This appeal was supplemented by a letter dated 
June 21, 1957. 

An examination of the appeal and records of the Geo- 
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logical Survey reveals the following facts, which are not 
in dispute: 


1. 


2 


Leases BLM-F'W 013006, 013045, 013046, and 013047, 
were issued effective March 1, 1949. 


. The Romere Pass Unit Agreement, to which all four 


leases are committed, was approved by the Director, 
Geological Survey, on November 11, 1949. 


. The discovery well of the Romere Pass Unit was 


completed January 9, 1950. More than 100 produc- 
tive wells have been drilled within the unit area since 
the discovery well was completed. 


. The Romere Pass Unit field is a multiple-horizon 


field, with many productive zones. Various produc- 
tive horizons produce oil, gas associated with oil, gas 
distillate, and dry gas. 


5. The California Company negotiated with Southern 


Natural Gas Company for the sale of gas from Ro- 
mere Pass (and other fields in southern Louisiana) 
and on July 31, 1951, the two parties entered into a 
gas sales contract. The contract was for a period 
of 25 years. 


. Subsequently, Southern Natural, after obtaining nec- 


essary certification from the Federal Power Com- 
mission, constructed certain pipeline facilities prop- 
erly to service the area, as provided in the aforemen- 
tioned gas sales contract. 


. Delivery of gas from the Romere Pass Unit com- 


menced on or about December 1, 1953. 


. The gas sales contract between The California Com- 


pany (seller) and Southern Natural Gas Company 
(buyer) specifies a price of 12 cents per 1000 cubic 
feet of gas for the first five years commencing with 
the date of first delivery of gas. Thereafter, the 
contract price escalates 1 cent each five years until 
a price of 16 cents per 1000 cubic feet of gas is 
reached. 


. Operational procedures in the Romere Pass Unit 


can be summarized briefly as follows: Gas, both solu- 
tion gas and gas well gas, is moved from the wellhead 
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to one of three tank battery stations within the unit 
area, where it is run through separators operated 
at pressures consistent with the liquid content of the 
gas involved. The gas so processed at tank batteries 
Nos. 2 and 3 is then moved to tank battery station 
No. 1. At battery station No. 1 gas at less than 1000 
p.s.i. pressure is compressed (through a maximum 
of three stages), and all gas is then passed through 
dehydrators to remove excess water. A portion of 
the gas is passed through a refrigeration plant to 
remove additional liquid hydrocarbons. Near tank 
battery station No. 1 the gas enters the line of South- 
ern Natural. 

. Since sales commenced, The California Company has 
deducted from the contract price certain charges 
alleged to represent the cost of gathering, compres- 
sion, and dehydration in order to arrive at a ‘‘value”* 
for royalty computation. 


These deductions are presumably based on actual cost 
data, and are summarized in the appellant’s brief as fol- 
lows: 


Contract Price . per mef 
Gathering’ ; per mef 
Compression at 1.5¢ per stage? : per mef 
Dehydration . z per mef 


Price on which Calco computes royalty 6.95 per mef 


1Gathering “charge” applies only to movement of gas from tank 
battery stations Nos, 2 and 3 to tank battery station No. 1. Gas 
flowing directly from wells to tank battery station No. 1 not subject 
to this deduction. 

2 It is not necessary to compress all gas produced in the field in 
order to raise it to the required 1000 p.s.i. pressure. It is estimated 
that about 70 percent of the gas is produced at a pressure sufficiently 
high that compression is unnecessary. 


Since the beginning of gas sales from the unit the above 
deductions have resulted in the United States receiving 
approximately $34,000 less in royalties than it would have 
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received had the company computed royalty on the con- 
tract price. 

As previously stated, the Supervisor, by letter of May 
21, 1957, in effect disallowed these deductions, and required 
that royalties be computed on the contract price. The 
Supervisor’s letter noted that this matter had previously 
been called to the attention of the company by correspond- 
ence, in conferences, and by monthly statements of royalty 
due. The Supervisor’s final notification was delayed until 
May 21, 1957, pending the outcome of an appeal filed by 
The Texas Company involving a similar question in the 
Duck Lake field, Louisiana. 

Reduced to its simplest terms, the appeal of The Cali- 
fornia Company requests that the deductions for the cost 
of gathering, compressing, and dehydrating the gas be 
allowed, and that royalty be computed on the basis of the 
net return to the company from the sale of the gas. The 
issue, therefore, is whether the deductions claimed by The 
California Company are permissible under the terms of 
the leases and the regulations applicable thereto. 

In deciding an appeal of The Texas Company involving 
the sale of gas from lease GLO-09287, Duck Lake field, 
Louisiana (The Texas Co., 64 I. D. 76), the Acting Solici- 
tor, Department of the Interior stated: 


“The lease requires the lessee to market the produc- 
tion from the lease and until the gas from the wells is 
in such a condition that it can be sold in the market, 
it cannot be said that the lessee has fulfilled his obli- 
gation under the lease. * * * 

In fulfillment of its express duty to market its gas, 
the appellant made a contract for the sale thereof. 
It agreed to deliver the gas at a given pressure pre- 
sumably in order to sell the gas. It cannot reasonably 
expect the lessor to assume the cost of meeting the 
lessee’s obligation in this respect.”’ 


Much the same situation exists with respect to the situa- 
tion in the Romere Pass field. The lessee has an express 
obligation to market the gas produced. In order to fulfill 
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this obligation the lessee entered into a sales contract; 
such contract calling for the gas to be delivered at a given 
point in the Romere Pass field, at a specified pressure, and 
in certain condition with respect to its liquid hydrocarbons 
and water-vapor content. Article 7 of the contract specifi- 
cally provides, ‘‘Seller, at its expense, shall install and 
operate and maintain such facilities for the compression 
of gas from each of the fields as may be necessary to deliver 
hereunder the maximum take specified * * *.’’ It is the 
obligation of the lessee, not the United States, to meet the 
terms of this contract. 

Each of the deductions charged by The California Com- 
pany for the purpose of computing royalty is for operations 
performed to place the gas produced, or a portion of such 
gas, in such condition as to enter the market, i.e., in such 
condition as to fulfill the requirements of the gas sales con- 
tract and thus be taken into the gas pipeline system of 
Southern Natural. Consistent with the opinion of the Act- 
ing Solicitor quoted in part above (64 I. D. 76) such deduc- 
tions cannot be allowed for the purpose of computing royal- 
ties. 

The instant appeal presents two additional points which 
bear comment. First, appellant attempts to distinguish the 
present appeal from the Duck Lake case as follows: ‘‘We 
feel that the instant appeal can be distinguished from The 
Texas Company—Duck Lake appeal in that in the current 
case no semblance of a ‘market’ existed in the Romere Pass 
field at the time we executed the Southern Natural con- 
tract.’’? This alleged distinction is vague and unimpressive. 
It is true that no pipeline system extended into the Romere 
Pass field at the time it was discovered. Such a situation 
is not unusual in the petroleum industry—rather, it is un- 
usual for a field to be discovered at a location served by 
existing pipeline facilities. Such a situation, however, does 
not of itself indicate a lack of market for natural gas. The 
willingness of Southern Natural to enter negotiations, and 
to execute a contract for the purchase of gas from Romere 
Pass, indicates that a ‘‘prospective market’? existed soon 
after discovery, and that such prospective market became an 
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actual market when such details as reserves, price, deliver- 
ability, quality of gas, operating pressure, etc., had been 
settled to the satisfaction of both parties. 

Appellant also appears to place considerable reliance on 
the last sentence of Section 221.47 of the Oil and Gas Oper- 
ating Regulations (30 C.F.R. 221) which reads: ‘‘In the 
absence of good reason to the contrary, value computed 
on the basis of the highest price per barrel, thousand cubic 
feet, or gallon paid or offered at the time of production in 
a fair and open market for the major portion of like-quality 
oil, gas, or other products produced and sold from the field 
or area where the leased lands are situated will be con- 
sidered to be reasonable value.’’ The appellant, however, 
does not quote the preceding sentence of the same Section 
of the Regulations, which reads, ‘‘Under no circumstances 
shall the value of production of any of said substances 
for the purpose of computing royalty be deemed to be less 
than the gross proceeds accruing to the lessee from the sale 
thereof * * *.’? (Emphasis added.) Additionally, as stated 
in the decision in the Duck Lake case, other sections of the 
Operating Regulations (specifically, 30 C.F.R. 221.31 and 
221.51 (b)) make it clear that the costs incurred by appellant 
in placing the gas in marketable condition are not deduct- 
ible for the purpose of computing royalties. 

Accordingly, the appeal is denied, and the action of the 
Oil and Gas Supervisor dated May 21, 1957, is affirmed, 
subject to the appellant’s right, if desired, of appealing to 
the Secretary of the Interior within thirty (30) days after 
service hereof, pursuant to the Oil and Gas Operating Reg- 
ulations of June 1, 1942, 30 C.F.R. 221.66(c). 


R. H. Lyppay, 
Acting Director. 
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Exuzrr 8 ro Strevation 


Notice of Appeal to Secretary of the Interior from Direc- 
tor’s decision (Ex. 7). Omitted. 


Exuusir 9 to StrpuLaTion 


Brief of The California Company, appellant, before the 
Secretary of the Interior. Omitted. 


Exuzsir 10 ro StipuLaTIon 
Unrtep States DeparTMENT oF THE IwTERIOR 
Office of the Secretary 
Washington 25, D. C. 


February 20, 1959 
A-27571 


Tue CaLirornia CoMPANY 
BLM-FW 013006, 013045, 013046, and 013047 
Demand made for royalty due under oil and gas leases 


Affirmed 


APPEAL FROM THE GEOLOGICAL SURVEY 


This is an appeal to the Secretary of the Interior by The 
California Company from a decision of the Acting Direc- 
tor, Geological Survey, dated September 27, 1957, affirming 
the action of the Oil and Gas Supervisor, Gulf Coast Region, 
in calling upon the company to pay additional amounts for 
royalty due to the United States on gas produced and sold 
from four oil and gas leases, all of which are committed to 
the Romere Pass Unit Agreement. 

The Acting Director held that since the beginning of gas 
sales from the unit the United States has received approxi- 
mately $34,000 less in royalties under these leases than it 
would have received had the royalty computations been 
properly made; that the company should have made its pay- 
ments on the basis of the price for which the gas was sold 
in the field; and that under the decision in The Texas Com- 
pany, 64 I. D. 76 (1957), deductions in any amount for the 
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gathering, compressing, and dehydration of the gas cannot 
be allowed." 

The company contends that neither the leases nor the 
regulations applicable thereto support the disallowance of 
these deductions. It contends that its obligation is to pay 
royalty to the United States on the net value of the gas and 
that the deductions made were for something other than 
production costs. Presumably, it feels that these deduc- 
tions are in the nature of charges for cither processing or 
marketing the gas, neither of which, it contends, it is re- 
quired to bear. 

The leases in question (BLM-FW 013006, 013045, 013046, 
and 013047) were issued as of March 1, 1949, under the 
authority of the Mineral Leasing Act for Acquired Lands 
(30 U.S.C., 1952 ed., sec. 351 et seq.). They are subject to 
the oil and gas operating regulations set forth in 30 CFR, 
Part 221. 

Each lease requires the payment of 124% percent royalty 
on the production removed or sold from the leased lands 
and provides (Schedule ‘‘A’’) : 


“In determining the amount or value of gas and 
liquid products produced, the amount or value shall 
be net after an allowance for the cost of manufacture. 
The allowance for cost of manufacture may exceed 
two-thirds of the amount or value of any product only 
on approval by the Secretary of the Interior.”’ 


The regulations require the payment of royalty on gas of 
all kinds (30 CFR 221.44, 221.50). In computing the royalty 
on liquid hydrocarbon substances extracted from the gas 
an allowance for the cost of extracting those substances, 
designated in the regulations (30 CFR 221.51) as an allow- 
ance for the cost of manufacture, is granted. In computing 
the royalty on the value of production, due consideration 
is to be given to certain factors but 


“Under no circumstances shall the value of produc- 
tion of any of said substances for the purposes of com- 


1 For a breakdown of the charges which the company deducts before it 
computes the royalty due to the United States see page 4 of the Acting 
Director’s decision. 
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puting royalty be deemed to be less than the gross pro- 
ceeds accruing to the lessee from the sale thereof or 
less than the value computed on such reasonable unit 
value as shall have been determined by the Secretary. 
In the absence of good reason to the contrary, value 
computed on the basis of the highest price per barrel, 
thousand cubic feet, or gallon paid or offered at the 
time of production in a fair and open market for the 
major portion of like-quality oil, gas, or other products 
produced and sold from the field or area where the 
leased lands are situated will be considered to be a 
reasonable value.’’ (30 CFR 221.47, emphasis added.) 


As we understand the present appeal, no contention is 
made thYt any of the gas is ‘‘manufactured’’ as that term 
is used in the regulations. The product involved is gas 
which is sold for 12 cents per 1000 cubic feet, after it has 
been gathered to the point of delivery in the field designated 
in the sales contract and after so much thereof as requires 
it has been dehydrated and compressed to a condition suit- 
able to enter the buyer’s line. Whether these functions be 
called processing or marketing functions, they are certainly 
not ‘‘manufacturing”’ functions as that term is used in the 
leases and the oil and gas operating regulations. They are, 
in the opinion of the Department and under The Texas 
Company accision, functions necessary to place the product 
—gas—in a marketable condition. They are obligations of 
the lessee. 

While the leases involved in this appeal differ in lan- 
guage in some respects from the lease involved in The 
Texas Company case,” the leases in each instance impose 
the requirement that royalty shall be paid on the amount 
or value of all production from the leased lands. The pro- 
vision in the present leases that the amount or value of 
gas shall be ‘‘net’’ after an allowance for the cost of manu- 
facture cannot be read, as the appellant contends, to pro- 

2 The lease involved in that decision provides that royalty is to be paid 
on the amount of all production from the leased land at a designated 
percentage “of the amount or value of the gas and liquid products pro- 
duced, said amount or value of such liquid products to be net after an 
allowance for the cost of manufacture * ° *”. 
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vide for the deduction of costs other than those of manu- 
facture. The appellant is attempting to read the provision 
as if, in the absence of any cost of manufacture, the cost 
of placing the production in a marketable condition for sale 
in the field is deductible. Such is not the meaning of the 
above-quoted provision of the leases involved in this ap- 
peal. The interpretation placed on the leases by the Acting 
Director, Geological Survey, is consistent with the estab- 
lished policy of the Department and nothing in the letter of 
Acting Secretary West dated June 7, 1937, upon which the 
appellant places such reliance, is to the contrary. 

In the circumstances, and after a full consideration of 
the appellant’s brief on appeal, it must be concluded that 
the decision of the Acting Director, Geological Survey, is 
a correct decision and that the deductions which the appel- 
lant has made for the cost of gathering, compressing, and 
dehydrating gas sold from these leases have been improper. 

Accordingly, pursuant to the authority delegated to the 
Solicitor by the Secretary of the Interior (sec. 23, Order No. 
2509, as revised; 17 F. R. 6794), the decision of the Acting 
Director of the Geological Survey is affirmed. 


(Sgd) Epmunp T. Farirz, 
Deputy Solicitor. 
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Exar 11 ro STreuLaTIon 


Unrrep States, DEPARTMENT OF THE INTERIOR 


Geological Survey 


June 19, 1957 
Memorandum 


To: Chief, Oil and Gas Leasing Branch 
From: Oil and Gas Supervisor, Gulf Coast Region 


Subject: Appeal of disallowance of costs for gathering, 
compressing and dehydrating gas produced from leases 
committed to the Romere Pass unit agreement, La. 


Herewith are duplicate copies of an appeal dated June 6, 
1957 of The California Company from my order of May 
21, 1957 disallowing deductions prior to computation of 
the value of the Government’s royalty interest in such gas, 
to cover the cost of gathering, compressing and dehydrat- 
ing from the gross price received for gas produced from 
leases ELM-F'W 013006, 013045, 013046 and 013047, which 
leases are committed to the Romere Pass unit agreement. 

A number of conferences have been held with California 
representatives subsequent to December 1953 when our at- 
tention was called to such deductions being made and in 
each instance the representatives were informed costs in- 
curred in marketing lease products were obligations of the 
lessee and no part of such costs could be charged against 
the lessee’s royalty interest. The conferences extended 
over a period of several months at the end of which time 
it was known The Texas Company would appeal my order 
of January 9, 1956 disallowing deductions under condi- 
tions almost identical to those prevailing in the Romere 
Pass unit. It was thought both by this office and the com- 
pany representatives that the decision in The Texas appeal 
would be decisive in the Romere Pass case and processing 
of an appeal in that case avoided. Although the deduc- 
tions made by Texas were perhaps more justifiable than 
those made by California and their disallowance was up- 
held on appeal to the Secretary, nontheless California has 
elected to appeal. 
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The California Company appeal is broken down into eight 
subdivisions, each of which will be discussed in the order 
of listing in the appeal. 

Subdivisions 1 through 4 state The California Company 
has been diligent in developing the Romere Pass unit area 
and during the early period of development the company 
was successful in finding a market for gas produced from 
the field at a price higher than that prevailing in the area 
and the sales contract contained other conditions favor- 
able to the lessee and lessor. The statements in these sub- 
divisions are not questioned but have no bearing on a de- 
termination whether cost of placing lease products in a 
marketable condition may be prorated between lessor and 
lessee. 

Subdivision 5 states contracts are binding on parties 
thereto and if the contract is not clear customs and usages 
of the industry will be used as a guide in clarifying the 
ambiguity. This statement is not questioned. The lessee 
is obligated, such obligation not modified by the approved 
unit agreement to which the leases are committed, to de- 
velop the leaseholds and market the production therefrom. 
If the products cannot be marketed as recovered, the lessee 
must make them marketable, if economically feasible, and 
the cost of doing so becomes a lease operation no part of 
which is chargeable to the lessor’s interest. 

Subdivision 6 refers to paragraph (b) Rentals and Royal- 
ties; obviously reference should have been paragraph (d) 
Section 2 of the lease and Sections 221.46, 221.47, 221.50 
and 221.51 of the Operating Regulations, 30 CFR Part 
22], The referenced paragraph of the lease sets out the 
applicable rental and royalty rates and has no appliea- 
tion to allowances for cost of placing lease products in 
marketable condition. Section 221.46 of the operating regu- 
lations states the primary quantity basis for computing 
royalty on liquid hydrocarbons shall be the monthly ‘‘net 
output”’ for sale; 291.47 establishes a value basis for com- 
puting royalty; 221.50 provides royalty may be paid on 
gas only or on both gas and products extracted therefrom 
when marketed separately; and 221.51 provides royalty 
payment may based on a portion of the liquid products 
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extracted from gas. None of the references in this sub- 
section of the appeal to provisions of the lease and operat- 
ing regulations have any relationship to cost of placing 
the gas in a marketable condition. 

Subdivision 7 gives details of operating procedures in 
the unit area and the charges per thousand cubic feet made 
for compression, dehydrating and gathering. Regardless 
of whether the charges are reasonable, they are clearly nor- 
mal lease operations and not properly chargeable against 
the lessor. An allowance has been approved as provided 
in 221.51 of the operating regulations for operating the 
‘‘Refrigerating”’ plant mentioned in this subdivision. 

Subdivision 8 of the appeal expresses an opinion of the 
appellant that the intent of the leases and operating regu- 
lations is to collect royalty on fair value and to prevent 
lessee being charged when no valid service is rendered 
therefor. This opinion is acceptable but gives no support 
to appellant’s contention the lessor should contribute to 
the cost of an operation which the lessee has no obligation 
to perform at his own cost. 

The charge of .25¢ per thousand for gathering mentioned 
in subdivision 7 of the appeal must cover only the cost of 
transporting gas from the wellhead to the delivery point 
on the Southern Natural Gas Company’s line since addi- 
tional charges are made for dehydrating and compressing. 
Such charge is probably justified by California on the 
basis the price for gas is fixed at the wellhead. However, 
the gas evidently was not in a marketable condition at the 
wellhead as evidenced by a compression and dehydration 
charge made against every foot of gas marketed and it 
was more convenient for the company to move the gas 
to a central point for processing for market and delivery 
to purchaser. The Federal Government has never allowed 
a deduction from its royalty value to cover the cost of flow- 
lines from a wellhead to a central point for processing 
and/or delivery to a purchaser when such point was on 
the lease area or located in the vicinity thereof because 
of greater convenience for operator. 

The obligation placed on lessee to market production 
from a Federal lease includes liability for getting the 
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lease products in marketable condition by removing ob- 
jectionable impurities such as water, and for gas raising 
the pressure to that required for delivery to the purchaser. 
Since this obligation is expressed in the lease and operat- 
ing regulations, there is no basis or justification for allow- 
ing the deduction claimed by The California Company as 
operator of the four Federal leases involved. 

The California Company is making similar deductions 
on a number of leases in the South Pass-Dixon Bay area 
and the lease at Norco. The decision whether deductions 
are allowable in the Romere Pass unit area will probably 
convince the company there is nothing to be gained in 
appealing a disallowance of deductions on these other 
leases and for that reason expeditious processing of the 
appeal will be appreciated so that our accounts can be 
brought up-to-date. 

E. W. Henverson. 


Exursir 12 to StrpuLation 


Unitep States DEPARTMENT OF THE INTERIOR 
Geological Survey 
June 24, 1957 
Memorandum 
To: Chief, Oil and Gas Leasing Branch 
From: Oil and Gas Supervisor, Gulf Coast Region 


Subject : Appeal of disallowance of costs for gathering, com- 
pressing and dehydrating gas from leases committed to the 
Romere Pass unit agreement, Louisiana. 


Subsequent to writing my memorandum of June 19 trans- 
mitting subject appeal of The California Company, the com- 
pany has submitted the attached letter dated June 21, 1957 
as a clarification of charges made for gathering and de- 
hydrating gas marketed from the Romere Pass unit leases. 

The attached letter states no charge is made for gather- 
ing (transporting) gas from the wells to separators located 
at one of the three tank batteries and that the gathering 
charge covers only the maintenance, depreciation and actual 
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operating costs of those lines transporting gas from the 
Nos. 2 and 3 batteries to the delivery (marketing) point at 
the No. 1 battery. Accordingly, there is no gathering 
charge for gas marketed through the No. 1 battery whereas 
a charge of .3¢ per thousand cubic feet is made to cover 
cost of operating two 6-inch gas lines, each approximately 
6000 feet in length used for transporting gas from the Nos. 
2 and 3 batteries to the No. 1 battery. Since the purchaser’s 
meter is located near the No. 1 battery and there is no mar- 
ket for gas at the Nos. 2 and 3 batteries, the transportation 
of the gas to a marketing point at the No. 1 battery which 
is within the unit area is no more than a normal lease opera- 
tion, the cost of which must be borne by the lessee. 

No supplemental information is given concerning de- 
hydration and compression charges other than the charges 
to date have been less than actual costs. Mr. Polk in a 
telephone conversation stated dehydration was necessary 
to remove water and liquifiable hydrocarbons to comply 
with specifications in the gas sales contract. When asked 
why the company did not make a charge for dehydrating 
oil, Mr. Polk’s reply was that it is different with gas. 

The attached prints of maps showing Pipe Lines & Facil- 
ities of the Romere Pass field and the layout of the Romere 
Pass Tank Battery $1 have been submitted by the company 
as explanatory material in support of the appeal. 

As stated in my memorandum of June 19, the allowance 
claimed by California, if granted, would be contrary to pro- 
visions of the lease and operating regulations and the com- 
pany has made a very weak showing in support of an appeal 
of the disallowance. 

E. W. Henperson. 
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Exursit 13 ro STIPULATION 


[Excerpt from Article 7 of agreement dated July 31, 1951, 
between The California Company and Southern Natural 
Gas Company. Omitted. Same as Exhibit 14, and printed 
therein. ] 


Exuzsit 14 to STrpUuLATION 


Pertinent excerpts from the agreement dated July 31, 
1951, between The California Company (Seller) and South- 
ern Natural Gas Company (Buyer), providing for sale and 
purchase of gas from various fields in Plaquemines and 
Jefferson Parishes, Louisiana. 


* * * . 


ARTICLE 3 


* * * * * * ° 


Section 4. Seller agrees that it will construct any and all 
facilities, including appropriate systems for the gathering 
of gas and the delivery thereof at the delivery points 
specified in Article 6, and perform any and all acts neces- 
sary for the delivery of gas to Buyer hereunder, and that 
it will proceed with diligence to construct such facilities 
and perform such acts to the end that it will be ready to 
commence the delivery of gas at each of said delivery 
points upon the completion by Buyer of facilities to take 
gas at said delivery point, and to the end that it will be 
ready to commence the delivery of gas in the quantity 
herein provided when Buyer has completed the facilities 
to be constructed by Buyer as provided in Article 4. 

Seller agrees to complete its wells in a workmanlike 
manner and in accordance with the rules, regulations and 
orders of any regulatory body having jurisdiction and 
to keep its wells in good condition. 

Seller agrees at its expense to install and to properly 
maintain and operate at Seller’s wells or on Seller’s gath- 
ering lines such drips and separators as may be necessary 
to remove from the gas delivered hereunder all free water 
and all objectionable solids and all liquid hydrocarbons, 
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distillate and condensate capable of being removed from 
the gas by means of wellhead separators, and Seller 
agrees so to install, maintain and operate such heaters 
and other devices as may be necessary to prevent the 
freezing of wells or gathering lines and to assure the con- 
tinuous delivery of gas. 


° * * « *. 


ARTICLE 4 


* * * * * * * 


Section 2. It is expected that gas delivered hereunder as 
produced in its natural state from wells, but after passing 
through the drips or separators installed by Seller as pro- 
vided in section 4 of Article 3, will be saturated with water 
vapor so as to contain substantially more than 0.007 pounds 
of water per Mef (as measured by dew point apparatus 
approved by the Bureau of Mines). It is also expected 
that gas delivered hereunder, as so produced and after 
passing through such drips or separators, may contain 
such quantity of those liquefiable hydrocarbons commonly 
referrerd to as natural gasoline as to be unsuitable for 
transmission through Buyer’s pipe line facilities. It is 
not expected that such liquefiable hydrocarbon content 
of the gas delivered initially hereunder will be sufficient 
for the extraction of such hydrocarbons to be a profitable 
operation, but Seller considers it possible that such gas 
subsequently delivered may contain liquid hydrocarbons in 
such amount that the extraction thereof would be profitable, 
and, accordingly, desires to retain the right to process gas 
for such purpose. 

Seller is obligated to deliver hereunder gas produced in 
its natural state from wells, but it is contemplated that 
the gas shall be suitable (as to its water content and lique- 
fiable hydrocarbon content) for pipe line transmission, 
and the prices specified in Article 8 hereof have been fixed 
on the basis that the gas would not contain in excess of 
0.007 pounds of water per Mef, nor in excess of 0.2 gallons 
of liquefiable hydrocarbons per Mef (as such quantity is 
determined by the charcoal absorption method prescribed 
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by the American Gas Association in its testing code No. 
101 effective January 1, 1933). It is further recognized 
between the parties that the dehydration and processing 
of gas can be more economically and efficiently performed 
at a single point on Buyer’s system than at the several 
points at which it would be necessary to dehydrate and 
process gas if such dehydration and processing were done 
prior to delivery to Buyer. 

Buyer, accordingly, agrees to install, operate and main- 
tain such facilities as may be necessary for the dehy- 
dration of gas so that the water content thereof does 
not exceed 0.007 pounds per Mef or such larger amount 
as shall be satisfactory to Buyer. Buyer further agrees 
to install, operate and maintain such extraction facilities 
as may be necessary for the processing of gas in the event 
that the weighted average liquefiable hydrocarbon con- 
tent of all gas delivered hereunder shall exceed 0.2 gallons 
per Mef or any larger quantity which, in Buyer’s judg- 
ment, would render the gas unsuitable for transmission 
through Buyer’s pipe line facilities. Such extraction facili- 
ties installed by Buyer shall be of the type known as a 
stripper plant and shall be only such as are required to 
reduce the liquefiable hydrocarbon content to not in excess 
of a weighted average for all gas delivered hereunder of 
0.2 gallons per Mef. Buyer shall maintain appropriate 
records of the costs of such dehydration and of such ex- 
traction. Such costs shall include a return of 6% per 
annum on Buyer’s investment in facilities, an allowance 
for depreciation and amortization of Buyer’s investment 
in facilities over the remaining primary term of this 
agreement, all operating and maintenance expenses, and 
any other charges made in accordance with good account- 
ing practice. In the event the total of such costs for any 
contract year shall exceed the amount, if any, received by 
Buyer from the sale of any liquid hydrocarbons recovered 
from gas delivered hereunder in such processing (Buyer 
having the exclusive right to sell any such liquid hydro- 
carbons), then Seller agrees to pay Buyer, promptly upon 
receipt and verification by Seller of a statement of the 
amount thereof, the excess of such costs over the amount 
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so received; provided, however, that if Buyer’s facilities 
are used for the dehydration and processing of gas other 
than gas delivered hereunder, then Seller shall pay only 
the portion of such excess equivalent to the ratio for such 
contract year between the quantity of gas delivered here- 
under and the total quantity of gas dehydrated and proc- 
essed through such facilities; and provided further, how- 
ever, that the amount so payable by Seller for all gas 
delivered hereunder during such contract year shall not 
exceed 0.25¢ for each Mef of such gas dehydrated where 
only dehydration facilities are installed; shall not exceed 
0.25¢ for each Mef of such gas processed for the extraction 
of hydrocarbons where only an extraction plant is installed 
and shall not exceed 0.50¢ for each Mef of such gas dehy- 
drated and processed where both dehydration facilities and 
an extraction plant are installed. 

If at any time the liquefiable hydrocarbon content of 
the gas delivered hereunder shall be such that in Seller’s 
judgment it would be profitable for Seller to process such 
gas, Seller may install at a point on Buyer’s main pipe 
line in the purchase area, the exact location of which shall 
be mutually agreeable to Seller and Buyer, such facilities 
as Seller elects for such processing, and Seller shall have 
the right to process such gas. Gas so processed shall be 
returned to Buyer without cost to Buyer, and at a pressure 
not less than 20 pounds below that at which gas was re- 
ceived by Seller, at a point on Buyer’s said line mutually 
agreeable to Seller and Buyer, and Buyer shall be credited 
(at the applicable price specified in Article 8) for any gas 
used in the operation of Seller’s plant and on account of 
any shrinkage in volume, and Buyer shall receive appro- 
priate credit or compensation on account of any reduction 
below 1,000 BTU per cubic foot in heat content, by reason 
of such processing by Seller. Gas processed by Seller 
shall be measured, in accordance with the provisions of 
Article 13, at the point at which such gas is received by 
Seller and gas redelivered to Buyer shall be so measured 
at the point at which it is redelivered to Buyer. The cost 
of installation of facilities for such measurement shall 
be borne by Seller. Buyer shall maintain and operate 
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facilities for such measurement but the cost of such main- 
tenance and operation may at Buyer’s option be charged 
to Seller. Seller agrees that the liquefiable hydrocarbon 
content of gas so returned to Buyer shall not exceed 0.2 
gallons per Mef (as such quantity is determined by the 
charcoal adsorption method prescribed by the American 
Gas Association in its testing code No. 101 effective Janu- 
ary 1, 1933). In the event gas other than gas delivered 
hereunder is transported through Buyer’s pipe line at the 
point at which Seller’s processing facilities are located, 
Seller shall have the right to process a quantity of the 
commingled gas in Buyer’s pipe line having a liquefiable 
hydrocarbon content equal to the liquefiable hydrocarbon 
content of all the gas delivered hereunder. 

If Seller elects to process gas as aforesaid, it shall pay 
to Buyer the cost (reduced by depreciation as aforesaid 
on the date of purchase) of any facilities for the processing 
of gas theretofore installed by Buyer; provided, however, 
that if at the time such facilities installed by Buyer are 
used for the processing of gas other than gas delivered 
hereunder, Seller shall pay to Buyer only such portion 
of such cost as shall represent the ratio between the quan- 
tity of gas delivered hereunder during the preceding con- 
tract year and the total quantity of gas processed through 
such facilities during such year. Buyer in either event 
shall be entitled to retain as its property all such facilities. 
If Seller shall install processing facilities, as aforesaid, it 
shall thereafter make payment to Buyer as provided in 
the second preceding paragraph on account of the cost of 
Buyer’s dehydration facilities only, but no such payment 
for any contract year shall exceed 0.25¢ for each Mef of 
gas delivered hereunder during such year. 

As used in this Section 2, the terms ‘‘processing 
‘«dehydration’’ shall have the following meanings: 


” 


and 


(a) Processing: Extraction of liquid hydrocarbons 
from the gas. 

(b) Dehydration: Extraction of water vapor from the 
gas. 
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In the event any controversy arises under the provisions 
of this Section 2, the matter shall be submitted to and 
determined by arbitration as provided in Article 16. 


ARTICLE 7 


(Delivery Pressures and Compression of Gas) 


All gas shall be delivered hereunder at the respective 
delivery points specified in Article 6 at the varying pressure 
at which Buyer elects to operate its pipe line at the point 
of delivery, Buyer agreeing that such pressure will not 
be in excess of 800 psig. 

Seller, at its expense, shall install and operate and main- 
tain such facilities for the compression of gas from each 
of the fields as may be necessary to deliver hereunder the 
maximum take specified in Section 1 of Article 5 in the 
quantities specified in Section 5 of Article 5 and at the deliv- 
ery points specified in Article 6; provided, however, that 
Seller shall not be obligated to install or to operate such 
facilities for the compression of any gas which in Seller’s 
judgment, exercised in good faith, it would be uneconomical 
for Seller to compress. 


ARTICLE 8 
(Price) 


Section 1. Subject to the further provisions of this Ar- 
ticle 8, Buyer agrees to pay Seller for each Mef of gas 
delivered hereunder 


(a)—during the period commencing with the date of first 
delivery of gas and ending five years from the be- 
ginning of the first contract year—12¢; 

(b)—during the next ensuing period of five years—13¢; 

(c)—during the next ensuing period of five years—14¢; 

(d)—during the next ensuing period of five years—15¢; 

(e)—during the next ensuing period of five years and 


thereafter so long as this agreement remains in 
effect—16¢. 
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Section 2. If the going price of gas in the purchase 
area is higher than the price specified in Section 1 above, 
then at the commencement of any of the periods specified 
above (except that specified in subparagraph (a)) the price 
payable for gas delivered hereunder during such period 
shall, subject as provided below in this Section 2, be ad- 
justed to such going price. 

As used herein, the term ‘‘going price’’ shall mean a 
price based upon the prices to be payable during the period 
in question by pipe line purchasers generally similar to 
Buyer in the nature and scope of their operations for gas 
produced and delivered in the purchase area for interstate 
pipe line transmission, as such prices are evidenced by 
contracts negotiated in good faith at arm’s-length bargain- 
ing between nonaffiliated sellers and buyers. In the event 
such other contracts contain provisions varying from the 
corresponding provisions of this agreement with respect 
to amounts of reserves covered, points of delivery and 
delivery pressures, the unit of volume and basis of measure- 
ment, the rights and obligations of the parties as to the 
quantities of gas to be delivered and taken, payment and 
reimbursement of taxes, quality of gas, and date of ex- 
piration, then the variations in such provisions, as well 
as all other factors having a bearing upon the relative 
value for interstate pipe line transmission purposes of 
gas delivered hereunder as compared with the value for such 
purposes of gas delivered under such other contracts, shall 
be taken into account in determining the price payable for 
gas delivered hereunder to the end that, giving effect to all 
relative provisions of this agreement as compared with the 
provisions of such other contracts, the price payable here- 
under shall reflect the going price evidenced by such other 
contracts. In adjusting the price payable hereunder to 
such going price, special consideration shall be given to 
and special emphasis laid upon such other contracts which 
have been made at or near the time as of which such going 
price is determined, as distinguished from such other con- 
tracts made at a more remote time. 

In the event Seller shall decide that the price payable 
for gas hereunder should be adjusted to the going price, 
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then not less than nine months prior to the beginning of 
any of the periods specified in Section 1 above (except the 
period specified in subdivision (a)) Seller shall so notify 
Buyer and the parties shall undertake negotiations in good 
faith to reach an agreement as to the price payable for 
the period succeeding the date of such notice, based upon 
the going price, as such price is computed based on all 
data available as of a date six months prior to the com- 
mencement of such period. If four months prior to the 
commencement of such period the parties shall not have 
reached an agreement as to the price of gas for said period, 
then the matter shall be submitted to and determined by 
arbitration as provided in Article 16. 

Notwithstanding the foregoing provisions of this Sec- 
tion 2, Buyer may elect, on notice given within 90 days 
after the fixing of any adjusted price higher than the price 
specified in Section 1 above, not to pay such adjusted price, 
and in the event Buyer gives such notice, Seller may, at 
its election exercisable on notice given within six months 
after receipt of Buyer’s notice, cancel and terminate this 
agreement effective twelve months from the date of Seller’s 
notice. 

Section 3. If at any time while this agreement is in 
effect Buyer shall purchase, for interstate pipe line trans- 
mission through facilities constructed by Buyer under the 
provisions of Article 4 hereof or any enlargement of such 
facilities, other gas, produced and delivered to Buyer by 
the person producing such gas at a delivery point in any 
field within the purchase area from which such gas is 
produced, at a price which is higher in cents per Mef and 
which on the basis of the adjustment to the going price 
provided for in Section 2 above would result in a price 
higher than the price payable for gas delivered hereunder, 
then the price payable hereunder shall, effective as of the 
date of first delivery of such other gas to Buyer and con- 
tinuing so long as delivery of such other gas shall con- 
tinue, be adjusted (in a manner similar to the manner 
prescribed in Section 2 above for adjustment to the going 
price) so as to equal such other price. In the event Seller 
shall claim that the price payable for gas hereunder should 


56 


be increased by reason of such purchase of such other gas 
by Buyer, the parties shall promptly undertake negotia- 
tions in good faith with respect to Seller’s claim, and if, 
within 60 days after the date of Seller’s notice, the parties 
shall not have reached an agreement with respect thereto, 
the matter shall be submitted to and determined by arbi- 
tration as provided in Article 16. Buyer shall, at Seller’s 
request at any time, promptly advise Seller as to any pur- 
chase as aforesaid of other gas and furnish Seller all infor- 
mation pertinent to the determination of any adjusted price 
as aforesaid. 

Section 4. In the event the weighted average gross heat- 
ing value of all gas delivered hereunder is less during any 
month than 1,000 British thermal units (herein sometimes 
called ‘‘BTU’’) per cubic foot determined under the pro- 
visions of Article 11, then the price payable for such gas 
shall be reduced by 1/10 of 1% for each BTU below a total 
BTU content of 1,000 per cubic foot. 

Section 5. If, by authority of the United States or of 
the State of Louisiana, a price for gas delivered or to be 
delivered hereunder during any of the periods specified 
in Section 1 of this Article 8 is fixed at a rate lower than 
the price established under any provision of this Article 8 
and applicable to the same period of time, such lower price, 
fixed in accordance with the terms of any order fixing such 
price, shall be the price for gas delivered hereunder, but 
only as to gas delivered while such order is in effect. Upon 
the termination of any such order, the price for gas there- 
after delivered hereunder shall be determined in accordance 
with the provisions of this Article 8. If, however, such 
lower price is established prior to or within 90 days after 
the issuance to Buyer of a certificate of public convenience 
and necessity by the Federal Power Commission, or is 
included in such certificate or made a part or condition 
thereof, then Seller may, at its option, cancel this agree- 
ment on 30 days’ notice to Buyer. 


° ° - ° 
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ARTICLE 11 
(Quality of Gas) 


Section 1. Gas delivered hereunder at any delivery point 
shall be gas produced in its natural state from wells. If, as 
provided in Section 2 of Article 4, Seller processes the gas 
for the extraction of gasoline or other liquid hydrocarbons, 
the gas shall not be subjected to any treatment which shall 
substantially change the chemical composition or any of 
the component parts thereof, or substantially reduce the 
methane content thereof, or permit the admission of oxygen, 
or otherwise dilute the gas, or reduce the weighted average 
BTU content of all the gas at the time being delivered to 
less than 950 BTU per cubic foot. Buyer shall not be ob- 
ligated to take hereunder at any delivery point gas having 
a temperature at the time of delivery in excess of 110° F. or 
gas which is not merchantable. 

The term ‘‘not merchantable’’ shall mean gas— 


(a) containing more than 200 grains of sulphur or more 
than 10 grains of hydrogen sulphide per Mef; or 

(b) which is not reasonably free of objectionable sub- 
stances, including liquids, solids, dusts, gums and 
eum forming constituents; or 

(c) which has a BTU content of less than 950 per cubic 
foot; but only if the weighted average BTU content 
of all gas at the time being delivered hereunder is 
less than 950 per cubic foot. 


Section 2. Buyer shall have the right to reject any gas 
tendered for delivery hereunder which does not meet the 
specifications set forth in Section 1 above, or Buyer may 
at its expense take such steps as may be necessary to cause 
the gas so delivered to comply with such specifications and 
charge Seller the amount of such expense up to but not in 
excess of %4¢ per Mef. Such expense shall include a return 
of 6% per annum on Buyer’s investment in facilities and 
all operating and maintenance expenses and allowance for 
depreciation and amortization over the remaining life of this 
agreement, together with any other charges made in accord- 
ance with good accounting practice. 
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MEMORANDUM 


This matter comes before the Court on a complaint for 
review, for declaratory judgment, and for injunctive relief. 
It arises from a decision rendered by the Secretary of the 
Interior with respect to oil and gas lease royalty deter- 
minations. 

The land in suit here is located in the Romere Pass Field 
in southern Louisiana, and is covered by four oil and gas 
leases, effective March 1, 1949, issued by the United States 
to the individual lessees under authority of the Mineral 
Leasing Act for Acquired Lands, 30 USC 351, et seq., and 
governed by the leasing procedures of the Mineral Leasing 
‘Act of 1920, as amended, 30 USC 22, et seq. In February 
of 1949 each of the lessees executed an operating agreement 
with the Plaintiff. 

On July 31, 1951, the Plaintiff, The California Company 
(the gas seller), entered into a contract with the Southern 
Natural Gas Company (the gas buyer) for the sale of its 
gas from the Romere Pass Field and other fields in South- 
ern Louisiana. This contract is for a term of 25 years and 
specifies a price of 12¢ per m.c.f. (1000 cubic feet) of gas 
for the first five years (April 1, 1954 to March 31, 1959) 
after the first delivery. Thereafter the price escalates each 
five years until a price of 16¢ per m.c-f. of gas is reached. 
The contract calls for delivery by Plaintiff of gas suitable 
for transmission in the buyer’s pipeline. The contract 
price was based ona gas that would not contain (1) in excess 
of 0.007 pounds of water per m.c.f.; (2) nor in excess of 0.2 
gallons liquefiable hydrocarbons per m.ce.f.; and (3) that it 
would be delivered to the buyer’s pipeline at a pressure 
selected by the buyer but not to exceed 800 p.s.i. (pounds 
per square inch). 

According to the Plaintiff, the operational procedures at 
the Romere Pass Field necessary to handle the gas from 
the well to the gas buyer’s pipeline consist of (a) separa- 
tion, (b) compression, and (c) dehydration. It is the Plain- 
tiff’s position that royalties may not be charged on costs 
and expenses incurred beyond the separation procedure, 
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and Plaintiff contends that it may deduct from the contract 
price certain charges representing the costs of gathering, 
compression and dehydration in order to arrive at a value 
for royalty computation. Plaintiff’s computation is as 
follows: 


Contract price 12.00 per m.c.f. 


Gathering 3 per m.c.f. 
Compression at 1.5¢ per stage 4.5 per m.c.f. 
Dehydration .25 per m.c.f. 


Price on which Plaintiff computes 
royalty 


Thus, in determining the royalty due the Government, the 
Plaintiff would deduct costs totaling 5.05¢ per m.c.f. from 
the contract price of 12¢ and pay the royalty on 6.95¢ per 
m.c.f. 

With the delivery of gas to the buyer in late 1953 and 
early 1954, the Supervisor, Gulf Coast Region, U.S. Geo- 
logical Survey, sent monthly statements of royalty due the 
United States on the basis of 124 per cent of the 12¢ per 
m.c.f. The California Company did not honor the Super- 
visor’s determination and made payments on the basis of 
12% per cent of 6.95¢. 

Correspondence was carried on between the parties with 
respect to the matter until May 21, 1957, at which time the 
Supervisor notified The California Company that failure to 
make royalty payments on the price of 12¢ per m.c.f. ‘‘eon- 
stitutes non-compliance with the oil and gas operating 
regulations and a penalty for such non-compliance is pro- 
vided in 30 CFR 221.53. If this default is not rectified 
within 30 days from receipt of this order to make delin- 
quent royalty payments, the authority stated in 30 CFR 
921,53 will be exercised. Your attention is called to a right 
of appeal from this order as provided in 30 CFR 221.66.’’ 
The Supervisor’s final notification was delayed until May 
21, 1957, pending the outcome of an appeal filed by The 
Texas Company, 64 I. D. 76 (1957), involving a similar 
question, and which was decided adversely to the lessee. 
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On June 6, 1957, the Plaintiff appealed to the Director, 
Geological Survey, and on September 27, 1957, the Director 
denied the appeal and affirmed the Supervisor. With re- 
spect to the deductions for gathering and compression 
which Plaintiff claims in its computation to determine 
royalty due the Government, the decision of the Acting 
Director states: 


‘<1 Gathering ‘charge’ applies only to movement of 
gas from tank battery stations Nos. 2 and 3 to tank 
battery station No. 1. Gas flowing directly from wells 
to tank battery station No. 1 not subject to this deduc- 
tion. 

‘69, It is not necessary to compress all gas produced 
in the field in order to raise it to the required 1000 
psi. pressure. It is estimated that about 70 percent 
of the gas is produced at a pressure sufficiently high 
that compression is unnecessary.” 


On appeal to the Secretary of the Interior, the decision 
of the Acting Director was affirmed on February 20, 1959. 

Meanwhile, in May of 1959, the Plaintiff paid under pro- 
test into a suspense account $50,000, the balance of the 
royalties the Government claimed was due. Since that date 
the Plaintiff has paid the disputed amounts into the same 
suspense fund. 

The sole question presented here is whether the decision 
of the Secretary of the Interior is within his statutory and 
regulatory authority and in accordance with the terms of 
the contract where the Secretary finds that the royalties 
due the United States under the lease are to be computed 
ona figure of 12¢ per m.c.f,, which price is also the contract 
price at which the Plaintiff sells the gas in question to the 
buyer and which the Plaintiff alleges includes the costs 
incurred by it in making the gas suitable for the buyer’s 
pipeline. 

For the reasons hereinafter indicated, it is the Court’s 
opinion that the decision of the Secretary must stand (1) 
if it comes within the standards set by Congress in section 
17 of the Mineral Leasing Act, and is authorized by and in 
compliance with that Act; (2) if the determination is in 
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accordance with the Secretary’s regulations which he is 
authorized by law to make; (3) if the contract between 
the Government and the Plaintiff expressly reserved to 
the Secretary the power to fix the value of production of 
the gas lease at 12¢, and the determination is in accordance 
with the terms of said contract; and (4) if there is a rea- 
sonable and rational basis for the Secretary’s determina- 
tion. 

Under section 17 of the Mineral Leasing Act, as amended, 
30 U.S.C. 226, whenever, as in this case, the lands involved 
in the oil and gas lease are not located within any known 
geological structure, the leases made by the Secretary of 
the Interior are non-competitive, and the Act provides that 
‘‘Such lease shall be conditioned upon the payment by the 
lessee of a royalty of 124% per centum in amount or value 
of the production removed or sold from the lease.’’ 

Moreover, the Secretary, under the provisions of 30 
U.S.C. 189, is ‘‘authorized to prescribe necessary and 
proper rules and regulations and to do any and all things 
necessary to carry out and accomplish the purposes [among 
other things] of sections .... 223-229 ....’’. Also, 
since so-called acquired lands (i.e., purchased as distin- 
euished from public domain) are here involved, it is im- 
portant to note that the Secretary of the Interior is author- 
ized to lease these Government lands ‘‘under the same con- 
ditions as contained in the leasing provisions of the mineral 
leasing laws, subject to the provisions [t]hereof.’’ 30 
U.S.C. 352. Because this was an acquired land lease, the 
Secretary of the Interior could not negotiate the lease with- 
out the approval of the executive department or independ- 
ent establishment (The Bureau of Land Management, in 
this case) having jurisdiction over the lands. 

As noted, the Mineral Leasing Act provides for the Sec- 
retary to enter leases calling for the payment by the lessee 
of a royalty ‘‘in amount or value of the production.’’ This 
term or phrase is not defined in the Act, and the legislative 
history of the Act is not helpful in defining the term. 
“‘Value’’ has been variously defined, but in the context in 
which it appears in this statute it is considered that it 
generally means ‘‘estimated or assessed worth’? or ‘‘mar- 
ketable price.’? 91C.J.S., Value 799. The courts on various 
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occasions have held that ‘‘value’’ ordinarily means ‘‘mar- 
ket value,’’ ‘‘fair market value,’’ or ‘‘market value fairly 
determined.’? Pewee Coal Company v. United States, 161 
F. Supp. 952 (Ct. Cl, 1958). The word ‘‘production”’ 
meanwhile has been held to be a broad term which may 
designate a thing produced as well as the operation of 
producing. 72 C.J.S., Production 1211. In a case involving 
the interpretation of an assignment of an oil and gas lease 
requiring development to a normal state of ‘‘production,”’ 
Cole Petroleum Co. v. United States Gas & Oil Co., 41 Ss. W. 
Qnd 414 (Tex., 1931), the court construed the term as 
follows: 


“Looking to all the terms of the contract, develop- 
ing the lease to a normal stage of production neces- 
sarily involved marketing oil or gas discovered in 
paying quantities in order to yield part of the oil or 
cash for the gas to the assignor, as well as profit to 
the assignee. The stage of production was not reached 
by the preliminary steps of exploration and discovery. 
Successful exploration and discovery lay the basis for 
marketing of gas in such a state as to have a value 
and to command a price. Black’s Law Dictionary 
defines ‘production’ in political economy as ‘the crea- 
tion of objects which constitute wealth.’ Gas or oil 
connected with a pipe line or other means of transpor- 
tation to market is an object which constitutes wealth.”’ 


One of the Secretary’s statutory duties and functions 
is to make the acquired lands of the Government produc- 
tive by entering into gas and oil leases with individuals 
and then setting a royalty of not less than 12% per cent 
of the value of production. 30 USC 226. The Secretary 
cannot effectively perform this duty without rather wide 
discretion to determine what the value of production will 
be. As noted above, the term ‘‘value of production’ does 
not defy interpretation and there is authority for its close 
identification with a market or contract price. 

It is the Court’s opinion, therefore, that the Secretary’s 
base for the computation of royalty of 12¢ can be said to 
be one based on the ‘“‘value of production,”’ and is thus 
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pursuant to section 17 of the Act, if, as is found later 
in this opinion, the determination is not arbitrary or capri- 
cious. The Court also finds that the language found in 
section 17 of the Act contains statutory guides which arc 
sufficiently specific standards as to be sustainable against 
claims of unconstitutional delegation of legislative powers. 
Davis, 1 Administrative Law Treatise, §§ 2.03, 2.16. Con- 
tinental Oil Co. v. United States, 184 F. 2d 802 (9th Cir., 
1950). 

As noted earlier, the Secretary is authorized to make 
reculations to accomplish the purposes of Section 226 (sec- 
tion 17 of the Act).! Such regulations have been held 
by the Courts to have the force and effect of statutes when 
not inconsistent with or repugnant to such statutes. Hodg- 
son v. Midwest Oil Co.. 297 Fed. 273 (D. C. Wym., 1924). 

The pertinent operating regulations (Geological Survey) 
issned by the Secretary of the Interior relating to the de- 
termination of ‘‘value of production’? appearing in 30 
Code of Federal Regulations, read as follows: 


6921.47 Value basis for computing royalties. The 
value of production, for the purpose of computing 
royalty shall be the estimated reasonable value of the 
product as determined by the supervisor, due consid- 
eration being given to the highest price paid for a 
part or for a majority of production of like quality 
in the same field, to the price received by the lessee, 
to posted prices and to other relevant matters. Under 
no circumstances shall the value of production of 
any of said substances for the purposes of computing 


1 Congress in enacting the 1954 amendment to section 17, while at- 
tempting to set rules, recognized the difficulty in trying to set up legisla- 
tive rules. House Report No. 2238, U.S. Code Cong. & Adm. News, 1954, 
p. 2696: 


“It is recognized that a certain amount of administrative diserction 
and flexibility are necessary, Oil and gas are found under a great 
variety of types of terrain and localities. Many different and highly 
technical factors may be controlling in different cases. Legislative rules 
and standards which would be fair in one case might well prevent any 
operations at all in another. Therefore, the Secretary of Interior must 
have administrative discretion to deal with particular problems in par- 
ticular areas as they arise.” 
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royalty be deemed to be less than the gross proceeds 
accruing to the lessee from the sale thereof or less 
than the value computed on such reasonable unit value 
as shall have been determined by the Secretary. In 
the absence of good reason to the contrary, value 
computed on the basis of the highest price per barrel, 
thousand cubic feet, or gallon paid or offered at the 
time of production in a fair and open market for the 
major portion of like-quality oil, gas, or other products 
produced and sold from the field or area where the 
leased lands are situated will be considered to be a 
reasonable value. 


“*§ 221.50 Royalty on gas. The royalty on gas shall 
be the percentage established by the terms of the lease 
of the value or amount of the gas produced. 


(n) Royalty accrues on dry gas, whether produced 
as such or as residue gas after the extraction of gaso- 
line. 

(b) If the lessee derives revenue on gas from two 
or more products, a royalty normally will be collected 


on all such products. 

(c) For the purpose of computing royalty the value 
of wet gas shall be either the gross proceeds accruing 
to the lessee from the sale thereof or the aggregate 
value determined by the Seeretary of all commodities, 
including residue gas obtained therefrom, whichever 
is greater.’’ 


The pertinent royalty regulation involved here, 43 CFR 
192.82, reads in part as follows: 


“*§ 192.82 Royalty on production 


“a 


“«(e) In determining the amount or value of gas and 
liquid products produced, the amount or value shall 
be net after an allowance for the cost of manufacture. 
The allowance for cost of manufacture may exceed 
two-thirds of the amount or value of any product only 
on approval by the Secretary of the Interior. 
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“«(d) The Secretary of the Interior may establish rea- 
sonable values for purposes of computing royalty on 
any or all oil, gas, natural gasolines, and other liquid 
products obtained from gas, due consideration being 
given to the highest price paid for a part or for a 
majority of production of like quality in the same field, 
to the price received by the lessee, to posted prices 
and to other relevant matters. In appropriate cases 
this will be done after notice to the parties and oppor- 
tunity to be heard.”’ 


One of the expressed purposes of section 17 of the Act 
is the recovery of royalties on gas leases based on the 
value of production. The operating regulation entitled 
“Value basis for computing royalties,’ 30 CFR 221.47 
(quoted above) scts forth with some clarity the Secretary’s 
euide lines for determining “value of production’? when 
it states that it shall be the ‘‘estimated reasonable value 
of the product as determined by the supervisor,’’ that due 
consideration must be given by the supervisor to, among 
other things, the ‘‘price received by the lessee,’’ and to 
the provision that under ‘‘no circumstances shall the value 
of production of any of said substances for the purposes 
of computing royalty to be deemed to be less than the gross 
proceeds accruing to the lessee from the sale thereof... .”’ 

Operating regulation 30 CFR 221.50 also applies the 
“ross proceeds’? provision to the value of wet gas, while 
royalty regulation 43 CFR 192.82 is somewhat similar to 
portions of 30 CFR 221.47 in its establishment of guide- 
lines for the supervisor. A review of these regulations 
leads the Court to the conclusion that they are not in- 
consistent with nor repugnant to the statutes here involved, 
and that the Seeretary was within his regulatory author- 
ity in setting the base for computing royalties due the 
Government at 12¢ per m.e.f., absent, as the Court finds, 
arbitrariness and eapriciousness in such determination. 

In the instant ease there is also a contract (lease) which 
controls the rights of the respective parties to this con- 
troversy. That contract, section 3(e), expressly reserves 
to the lessor the right ‘‘to take royalties in amount or value 
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of production.’’ That the Secretary has authority to in- 
sert such a reservation of a right to determine and fix 
these values seems to be settled law.2 United States v. 
Ohio Oil Co., 163 F. 2d 633 (10th Cir., 1947). See also 
Continental Oil Co. v. United States, supra. 

Each lease, section 2(d) (2), also expressly provides that 
the Secretary of the Interior has the right to ‘‘establish 
reasonable minimum values for purposes of computing 
royalty on any or all... gas... and other products ob- 
tained from gas; due consideration being given to the 
highest price paid for a part or for a majority of produc- 
tion of like quality in the same field, to the price received 
by the lessee, to posted prices and to other relevant mat- 
ters. ...’? Additional provisions on royalty appear in 
Schedule A [royalty on production] of the lease. Also, the 
preamble to each lease states that such lease will be subject 
to all reasonable regulations issued under the authority of 
the Act of August 27, 1947. 

The opinion of the Acting Solicitor in The Texas Com- 
pany, 64 I. D. 76 (April 1, 1957), relied on by Defendant, 
states: 


«¢” .. It [The Texas Company] admits that the gas 
when it comes from the wells is in an unmarketable 
condition but contends that when the gas is separated 
from the oil, which it admits is a part of the lease op- 
eration, the gas is in a marketable condition and that 
it needs no further treatment to be marketed. However, 
the appellant also states that the gas cannot be mar- 
keted until the pressure of the gas has been stepped 
up so that it can enter the market. It argues that the 
compression necessary to accomplish this cannot be 
called a process to change the condition of the gas to put 
it ina marketable condition because, it says, it is already 
in that condition when it leaves the separator. Appel- 
lant states that the facilities for the use of which the 
deductions were made are marketing facilities, and 


2See 17 CJS §319, where it is noted, in effect, that if there is no 
ambiguity in a contract it is the law of the parties and its terms will be 
enforced no matter how onerous it may be if that is the clear intention 
of the parties. 


( 


being such, the charge for the use of such facilities 
should have been allowed. 
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“However, it would seem to be immaterial, for the 
purposes of this decision and under the provisions of 
the lease here involved, at which point the gas is deter- 
mined to be in a marketable condition—when it leaves 
the separator or when the gas is under sufficient pres- 
sure to enter the market. The lease requires the lessee 
to market the production from the lease and until the 
gas from the wells is in such a condition that it can be 
sold in the market, it cannot be said that the lessee has 
fulfilled his obligations under the lease. The lessee has 
not shown that the gas can be marketed at the pressure 
with which it comes from the wells. 

“The appellant’s duty to market the gas is not a 
covenant read into the lease by implication as was the 
situation in many of the cases cited by the appellant. 
Here the duty is expressly imposed under the terms 
of the lease. Section 2(m) of the lease makes the reg- 
ulations of the Secretary of the Interior a part of the 
lease. One of those regulations (30 CFR 221.35) ob- 
ligates the lessee to prevent the waste of oil or gas. 
To avoid the physical waste of gas, the lessee is re- 
quired to consume it beneficially, to market it, or to 
return it to the productive formation. Another regula- 
tion (30 CFR 221.47) provides that the value of produc- 
tion, for the purposes of computing royalty, shall under 
no circumstances be deemed to be less than the gross 
proceeds accruing to the lessee from the sale thereof. 
Still another regulation (30 CFR 221.51 (b)) sets forth 
the policy of the Department not to allow for the cost 
of boosting residue gas after the extraction of liquid 
hydrocarbon substances and not to allow other expenses 
incidental to marketing. While we are not confronted 
here with an allowance for the cost of boosting residue 
gas after the extraction of other substances, the appel- 
lant has advanced no sound reason why it should be 
relieved of this cost of marketing its oil well gas when 
a lessee whose production goes to an extraction plant 
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is required to bear the cost of boosting and other ex- 
penses incidental to the marketing of that residue. 

“In fulfillment of its express duty to market its gas, 
the appellant made a contract for the sale thereof. It 
agreed to deliver the gas at a given pressure pre- 
sumably in order to sell the gas. It cannot reasonably 
expect the lessor to assume the cost of meeting the 
lessee’s obligation in this respect.’’ 


In the instant case, the Acting Director, Geological Sur- 
vey in his opinion, took the position that the instant case 
was ruled by the decision in The Texas Company, supra, 
when he stated: 


“Much the same situation exists with respect to the 
situation in the Romere Pass field. The lessee has an 
express obligation to market the gas produced. In 
order to fulfill this obligation the lessees entered into a 
sales contract; such contract calling for the gas to be 
delivered at a siven point in the Romere Pass field, at a 
specified pressure, and in certain condition with respect 
to its liquid hydrocarbon and water-vapor content. 
Article 7 of the contract specifically provides, ‘‘Seller, 
at its expense, shall install and operate and maintain 
such facilities for the compression of gas from each of 
the fields as may be necessary to deliver hereunder the 
maximum take specified...’ It is the obligation of the 
lessee, not the United States, to meet the terms of this 
contract. 

‘‘Bach of the deductions charged by The California 
Company for the purposes of computing royalty is for 
operations performed to place the gas produced, or for 
a portion of such gas, in such condition as to enter the 
market, i.e., in such condition as to fulfill the require- 
ments of the gas sales contract and thus be taken into 
the gas pipeline system of Southern Natural. Con- 
sistent with the opinion of the Acting Solicitor... (64 
I. D. 76) such deductions cannot be allowed for the 
purpose of computing royalties.’’ 
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The Deputy Solicitor, Department of Interior, in his 
opinion dated February 20, 1959, upholding the decision of 
the Acting Director, ruled as follows: 


“The company contends that neither the leases nor 
the regulations applicable thereto support the disallow- 
ance of these deductions. It contends that its obliga- 
tion is to pay royalty to the United States on the net 
value of the gas and that the deductions made were 
for something other than production costs. Presumably, 
it feels that these deductions are in the nature of 
charges for either processing or marketing the gas, 
neither of which, it contends, it is required to bear. 

“ce 
“« As we understand the present appeal, no contention 
is made that any of the gas is ‘manufactured’ as that 
term is used in the regulations. The product involved 
is gas which is sold for 12 cents per 1000 cubic feet, after 
it has been gathered to the point of delivery in the field 
designated in the sales contract and after so much 
thereof as requires it has been dehydrated and com- 
pressed to a condition suitable to enter the buyer’s line. 
Whether these functions be called processing or market- 
ing functions, they are certainly not ‘manufacturing’ 
functions as that term is used in the leases and the oil 
and gas operating regulations. They are in the opinion 
of the Department and under The Texas Company de- 
cision, functions necessary to place the product—gas— 
in a marketable condition. They are obligations of the 
lessee. 

«« |. The provision in the present leases that the 
amount or value of gas shall be ‘net’ after an allow- 
ance for the cost of manufacture cannot be read, as the 
appellant contends, to provide for the deduction of costs 
other than those of manufacture. The appellant is at- 
tempting to read the provision as if, in the absence of 
any cost of manufacture, the cost of placing the product 
in a marketable condition for sale in the field is deduct- 
ible. Such is not the meaning of the above-quoted pro- 
vision of the leases involved in this Appeal. The inter- 
pretation placed on the leases by the Acting Director, 
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Geological Survey, is consistent with the established 
policy of the Department .. .”’ 


As noted by the Defendant in his brief, the contract 
having reserved to the Secretary the right to establish 
the basis for the computation of royalties, his determina- 
tion should be sustained in the absence of fraud, bad faith, 
etc. See Continental Oil Co. v. United States, supra, aff’g. 
United States v. General Petroleum Corp., supra; United 
States v. Ohio Oil Co., supra; Cf. Wilbur v. Texas Co., 
40 F. 2nd 787, 59 U. S. App. D. C. 275 (1930). 

It has been determined that the Secretary has wide lati- 
tude in making value determinations under oil and gas 
leases: United States v. General Petroleum Corp., supra. 
The courts have also determined that the Secretary’s dis- 
cretion is greater when a controversy exists between private 
interests on the one hand and the Secretary, as guardian of 
the people, on the other, than when the Secretary is in- 
volved in a dispute between two private interests.* Seaton 
v. Texas Company, 256 F. 2d 718, 102 U.S. App. D. C. 171 
(1958). While the courts have reversed the determinations 
of the Secretary in certain instances, normally it has been 
done only when his actions have been found to be unreason- 
able or plainly wrong. Chapman v. Santa Fe Pac. R. Co., 
198 F. 2d 498, 90 U. S. App. D. C. 34 (1952), cert. den. 
343 U. S. 964. This Court is of the opinion that due 
deference must be given executive judgment and that 
executive expertise cannot be ignored unless clearly wrong. 

The statute here is directory with respect to the Secre- 


3 See United States v, General Petroleum Corporation, 73 F. Supp. 225 
(S. D. Cal., 1946), where it is stated: “The court concurs in the test 
established by the cases cited above, and holds that the Seeretary’s value 
determinations must be sustained unless it has heen established by the 
evidence that the Secretary was guilty of fraud, dishonesty, or bad faith, 
or that the exercise of judgment was capricious or so unreasonable as 
to be incapable of justification on any rational basis.” 

4 Of course, in this case the Court is asked to direct an entry of a 


judgment for a reduced royalty to the Government against the will of the 
Secretary. 
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tary setting a royalty which ‘‘shall not be less than 1214 
per centum in amount or value of the production.’’ This 
he claims to have done.® 

On the other hand, if the Secretary made a computation 
of royalty on a cost accounting basis, it is apparent he 
would encounter many problems as to what costs to in- 
clude, which to exclude, and at what stage the gas would 
be so-called ‘‘production.’? Moreover, the lease did not 
call for such a computation. This is not to suggest that 
he take the easy way out and compute royalty on the 
contract price, which includes some, but not uniform m.c.f. 
costs of preparing the gas for production or marketing, 
merely because it involves less work for the Supervisor. 
However, it cannot be said here that using a base that is 
the same as the contract price of 12¢ is, as a matter of 
law, not the ‘‘value of production’’. It would appear that 
the Secretary could have, in his diseretion, established 
some other price as the value of production that would 
have satisfied the statute. However, it cannot be said that 
he is clearly wrong in establishing a price, as the value 
of production, which is the same price as the contract price. 
For, the value. or market price, of the gas, or production, 
is clearly evident in the condition at which it is sold or 
marketed and therefore, the Seeretary’s determination may 
be said to have a rational basis. 

Plaintiff meanwhile contends, in its supplemental brief, 
that no determination of the reasonable value of gas was 
ever made by the Secretary and no hearing was ever held. 
However, discussions were held between the Supervisor 
‘and the representatives of Plaintiff since 1953, and much 
correspondence was exchanged. The Supervisor wrote a 
letter to his superiors on June 19, 1957, explaining the 
reasons for his decision, and the Acting Director and the 
Secretary, in their opinions, have given reasons for their 
decisions. This, taken together with the billing to the 


5 Plaintiff acknowledges that 70% of the production here does not re- 
quire compression which costs 4.5¢ per m.c.f. Therefore, to say that the 
Secretary is computing the royalty on this cost for all the gas is inaccurate. 
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Plaintiff for 12¢, is considered to be sufficient determination 
of value.® 


There is no showing of any special hardship placed on 
the Plaintiff by reason of the basis set for the royalty 
computation; and indeed, if there has been, the contract 
(in section 2(d)(4)) provides for procedures for seeking 
reductions in such cases. 

The Secretary here (and in The Texas Company case, 
supra) has chosen to interpret the term ‘‘production”’ as 
meaning all the gas in a marketable condition after it has 
gone through the operational procedures of separation, 
compression, and dehydration, such that it meets the buyer’s 
minimum requirements. He then assigns a value of pro- 
duction of 12¢, which is the same as the contract price. 
The Court can find no fraud, dishonesty, arbitrariness, 
nor capriciousness in such a determination. It may be 
that it is harsh, but for such a reason the Court would 
not impose its judgment upon that of the Secretary.’ 

In its final analysis, the question of the Secretary’s de- 
termination of ‘‘value of production’’ appears to be one 
of mixed law and fact. To the extent it is factual, the 
Court will not interfere with it8 To the extent that a 
question of law is involved, the Court is satisfied that 


6It would seem that administrative procedures could be adopted by 
the Secretary to insure that lessees are fully advised in writing of reasons 
for determinations of value of gas productions and that some evidence 
of any hearings, informal or otherwise, be incorporated in the record in 
the event of possible appeal. 

7 Plaintiff relies upon certain interpretations of the regulations made 
by Acting Secretary West in 1937, 56 I. D. 462. It is true, as the De- 
fendant points out, that the Acting Secretary was placing an interpre- 
tation on the regulations which increased the Government’s royalties. 
Also, the Defendant did not find that interpretation applicable in this 
case. 

8In Wann v. Ickes, 92 F. 2d 215, 67 U. S. App. D. C. 291 (1937), the 
court said: “. . . [The] finding of fact by the Secretary is the vital 
point upon which the plaintiff’s case must stand or fall. It is too well 
settled to require citation of authority that the determination by the 
Secretary of a question of fact, in a matter within his jurisdiction, is 
binding upon the courts. Nor will the courts entertain any inquiry as 
to the extent of his investigation and knowledge of the points decided, 
or as to the methods by which he reached his determination.” 
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the Secretary acted within his statutory and regulatory 
authority, and that he exercised his discretion in this mat- 
ter on a rational basis, and that his determination is not 
in contravention of the lease. 

Accordingly, the Court finds that the Secretary was with- 
in his lawful ‘authority in collecting the royalties in the 
amount of 12¢ per m.c.f. in this case. 

The Court denies the injunctive and other relief sought 
by Plaintiff. 

Counsel for Defendant will submit findings of fact in 
accordance with this opinion and will submit an appro- 
priate order. 

Leonarp P. Watsx, 
Judge. 


October 6, 1960. 


74 
[Filed October 24, 1960] 


Fixprncs oF Fact anp Concuusions oF Law 
Finprincs or Fact 


I 


On or about March 1, 1949, the United States, pursuant 
to the provisions of section 17 of the Mineral Leasing Act 
of 1920, 41 Stat. 443, as amended, 30 U.S.C. 226, and the 
Acquired Lands Leasing Act of August 7, 1947, 61 Stat. 
913, 30 U.S.C. 352, granted four oil and gas leases covering 
Government-owned lands in Plaquemines Parish, Louisiana, 
as follows: 


Lease BLM-FW 013006 to Frank J. Lobrano 
Lease BLM-FW 013045 to Allen L. Lobrano 
Lease BLM-FW 013046 to Allen L. Lobrano 
Lease BLM-FW 013047 to Allen L. Lobrano. 


II 


Each lease contained the following provisions: 


This Indenture of Lease entered into * * * under, pur- 
suant, and subject to the terms and provisions of the 
act of August 7, 1947 (61 Stat. 913), * * * and to all 
reasonable regulations thereunder which are now or 
hereafter shall be in force, * * * 


* * . * * * . 


(2) It is-expressly agreed that the Secretary of the 
Interior may establish reasonable minimum values for 
purposes of computing royalty on any or all oil, gas, 
natural gasoline, and other products obtained from 
gas; due consideration being given to the highest price 
paid for a part or for a majority of production of like 
quality in the same field, to the price received by the 
lessee, to posted prices and to other relevant matters 
and, whenever appropriate, after notice and opportu- 
nity to be heard. 


63) 


Il 


One of the applicable regulations of the Secretary of the 
Interior reads as follows: 


§ 221.47 Value basis for computing royalties. The 
value of production, for the purpose of computing roy- 
alty shall be the estimated reasonable value of the 
product as determined by the supervisor, due considera- 
tion being given to the highest price paid for a part 
or for a majority of production of like quality in the 
same field, to the price received by the lessee, to posted 
prices and to other relevant matters. Under no cir- 
cumstances shall the value of production of any of said 
substances for the purposes of computing royalty be 
deemed to be less than the gross proceeds accruing to 
the lessee from the sale thereof or less than the value 
computed on such reasonable unit value as shall have 
been determined by the Secretary. In the absénce of 
good reason to the contrary, value computed on the 
basis of the highest price per barrel, thousand cubic 
feet, or gallon paid or offered at the time of produc- 
tion in a fair and open market for the major portion 
of like-quality oil, gas, or other products produced and 
sold from the field or area where the leased lands are 
situated will be considered to be a reasonable value. 


IV 


On February 2 and February 3, 1949, the lessees entered 
into operating agreements with the California Company, 
the plaintiff in this litigation. These agreements did not 
constitute assignments of the lease, but gave the California 
Company authority to execute the lessees’ right to produce 
oil and gas from the leased land. 


Vv 


The leased lands are situated in the Romere Pass field, a 
gas producing area unitized under the Romere Pass Unit 
Agreement, approved by the Director, Geological Survey, 
on November 11, 1949. Under this agreement all of the oil 
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and gas leases in the area, including the four federal leases 
previously described, are operated as a unit by the plaintiff. 


VI 


Romere Pass field is a multiple horizon field with many 
producing zones. Various horizons produce oil, gas asso- 
ciated with oil, gas distillate and dry gas. The discovery 
well was completed on January 9, 1950. Since that time 
more than 100 productive wells have been drilled within 
the unit area. 

vil 


On July 31, 1951, the California Company and the South- 
ern Natural Gas Company (a gas transmission pipeline 
company) entered into a contract for the sale of gas from 
the Romere Pass field and eight other gas fields in southern 
Louisiana. The contract was for a 25-year period. Under 
section 1, article 8 of that contract, the price of gas for 
the first five years, beginning with the date of first delivery 
of gas, was established as 12 cents per thousand cubic feet. 
Thereafter, the contract price was to escalate 1 cent each 


five years. Section 2, article S of the contract provided that 
if the ‘“‘going price’’ of gas in the purchase area is higher 
than the price specified in section 1 of the contract, then 
the price payable for gas could be adjusted, by negotiation, 
to ‘‘such going price.”’ 


Vill 


Under other sections of the 58-page contract, it was agreed 
(a) that the buyer would construct a pipeline to reach the 
eight fields described in the contract; (b) that the gas 
delivered by the seller would not contain in excess of 0.007 
pounds of water per thousand cubic feet, nor in excess of 
0.2 gallons of liquefiable hydrocarbons per thousand cubic 
feet; (c) that the buyer would remove the excess hydro- 
carbons and charge the seller for the difference between 
the cost of removal and the amount realized from sale of 
the removed products, if any; (d) that seller could, if it so 
chose, remove the hydrocarbons and retain the proceeds of 
any products and (e) that gas would be delivered at the 
‘varying pressure’’ at which Buyer might elect to operate 
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its pipeline at the point of delivery but not in excess of 
800 pounds per square inch (See article 4, section 2 and 
article 7 of the contract). 

Ix 


Thereafter, Southern Natural Gas constructed the pipe- 
line facilities required under the contract and delivery of 
gas began about December 1, 1953. 


x 


Following the delivery of gas in December 1953, monthly 
statements of royalties due were submitted by the Super- 
visor, Gulf Coast Region, U. S. Geological Survey, to the 
plaintiff, as representatives of the lessees, in which the 
value of the oil for royalty purposes was declared to be 12 
cents per thousand cubic feet. 


XI 


Gas produced from the various wells on the Romere Pass 
unit is moved from the wellhead to one of three tank battery 
stations within the unit area. At these tank batteries it is 
run through separators to remove any oil it may contain. 
Gas from tank battery No. 3 is then moved to tank battery 
No. 1, and all gas with pressure of less than 1,000 pounds 
per square inch (about 30% of the gas produced) is com- 
pressed to that figure at tank batteries Nos. 1 and 2, The 
remaining 70% of the gas is produced at a pressure suffi- 
ciently high to require no further compression. Gas from 
tank battery No. 2 is then brought to tank battery No. 1 
where all of the gas is passed through dehydrators to re- 
move excess water. A portion of the gas, i.e. wet gas 
containing liquid hydrocarbons, is passed through a re- 
frigeration plant to effect the recovery of liquid products 
such as casing-head gasoline. These products are evalu- 
ated separately for royalty purposes and are not involved 
in this proceeding. Near tank battery No. 1 the gas enters 
the pipeline of the purchaser. 
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XI 


In making royalty payments, plaintiff, without the ap- 
proval of the Supervisor, has deducted from the royalty 
value of 12 cents, determined by the Supervisor, the sum 
of .3 cents per thousand cubic feet as the asserted cost of 
transferring gas from tank battery No. 2 and tank battery 
No. 3 to tank battery No. 1, the sum of .25 cents per thou- 
sand cubic feet as the asserted cost of dehydration, and, 
with respect to all gas requiring three-stage compression, 
the sum of 4.5 cents per thousand cubic feet as the asserted 
cost of that compression. 

XIII 


On May 21, 1957, the Oil and Gas Supervisor, Gulf Coast 
Region, U. S. Geological Survey, wrote to the plaintiff 
noting that in a series of prior letters full payment of 
royalties had been demanded and that action to recover 
full payment had been deferred (a) pending plaintiff’s 
study of the question whether to appeal the prior deci- 
sions and (b) pending an appeal by the Texas Company 
involving substantially identical issues. In that letter, the 
Supervisor pointed out that The Texas Company appeal 
had been decided on April 1, 1957, adverse to the lessees’ 
contentions. Demand was made for payment of all unpaid 
royalties within thirty days. 


XIV 


On June 6, 1957, The California Company appealed to 
the Director, Geological Survey, pursuant to the provisions 
of 30 C.F.R. 221.66(a), contending that because the 12 cents 
valuation adopted by the Supervisor in his royalty billings 
equaled the contract price the plaintiff should be allowed 
to deduct therefrom the costs it incurred in gathering, de- 
hydrating and pressurizing the gas as required by its con- 
tract with the purchaser. No issue was raised with respect 
t i d 


tothe reasonablencss-of the 12-eente-valuation as compare 

with the ‘‘going’’ market value of gas at the pipeline as 

* defined in the-contract ror-with-respect-te plaintiff's ahh s imti ity 

to_make a profit_on its operations. On-September 27, 1957, 
med AT Bp peST 


the Director affirmed. was thereafter taken to 
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the Secretary, pursuant to the provisions of 30 C.F.R. 
221.66(c). On February 20, 1959, the Secretary affirmed. 


XV 


Shortly after this suit was filed the royalties in contro- 
versy were paid. They are being held in a suspense account 
by the Department of the Interior pending the outcome of 
this litigation. The disputed portions of all royalties paid 
since that date are also being so held. 


Concuusions or Law 


I 


Determinations of the Secretary of the Interior estab- 
lishing, for royalty purposes, the value of gas produced 
under leases issued pursuant to the mineral leasing laws 
of the United States and the regulations of the Secretary 
of the Interior relating thereto are not reviewable in the 
absence of fraud, bad faith or the lack of any rational 
basis. 

II 


The values for royalty purposes established by the Super- 
visor and approved by the Secretary with respect to the 
leases involved in this litigation are reasonable and no 
reason appears why they should be disturbed. 


Til 


The defendant is entitled to judgment. 


Leonarp P. Watsx, 
Judge, United States District Court. 
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JUDGMENT 


This case having come on for trial without a jury and 
the Court having “considered the evidence and the argu- 
ments of counsel and having heretofore filed its findings 
of fact and conclusions of law determining that the actions 
of the defendant of which the plaintiff complains were rea- 
sonable and within the scope of his authority and that judg- 
ment should be for the defendant, now, therefore, 

Ir 1s Orverep that judgment be and hereby is entered 
in favor of the defendant and against the plaintiff and the 
complaint is dismissed. 

Dated this 24th day of October, 1960. 


Leoxarp P. WatsH, 
Judge, United States District Court. 


[Filed November 30, 1960] 


Norice or APPEAL 


Notice is hereby given this 30th day of November, 1960, 
that Tae Caurrornia Company, PLAINTIFF, hereby appeals 
to the United States Court of "Appeals for the District of 
Columbia from the judgment of this Court entered on the 
24th day of October, 1960 in favor of defendant, against 
said plaintiff. 


[Filed November 30, 1960] 


DeEsIGNATION OF REcoRD ON APPEAL 


Pursuant to Rule 75(a), F. R. Civ. P., and Rule 12(a) 
of the United States Court of Appeals for the District of 
Columbia Circuit, the plaintiff-appellant hereby designates 
all of the original files and papers for inclusion in the ree- 
ord on appeal taken by notice of appeal filed November 30, 
1960. 
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Questions Presented 


1. Whether the Secretary of the Interior exercised the 

contractual authority vested in him to establish the reason- 

: able value of gas produced from federal oil and gas leases, 
' for the purpose of computing the royalty? 


2. Whether the Secretary of the Interior is empowered 
by statute or contract to collect royalty on more than the 
fair market value of gas in the condition in which it comes 
from the well under federal oil and gas leases? 


3. Where gas meeting the market specifications sells for 
12¢ per mef, and the costs of conditioning raw gas, pro- 
duced under federal oil and gas leases, to meet those 
' specifications is 5¢ per mef, whether the United States is 
entitled to be paid royalty on the lessee’s costs of condi- 
tioning the gas or, to put it another way, on 12¢ per mef 
' representing the gross proceeds accruing to the lessee? 


INDEX AND TABLE OF CASES 


Questions presented 

Opinion below 

Jurisdictional statement 
Statement of the case 

Statutes and regulations involved 
Statement of points 

Summary of argument 


Argument: 


I. The reasonable value of the royalty gas was 
never established by the Secretary 

The Secretary is without statutory power to 
charge royalty on more than the fair market 
value of the natural gas in the condition in 
which it comes from the wells 


II. 


A. 


B. 


‘‘Value’’ as used in the statutory phrase 
‘<value of the production’’ means fair mar- 
ket value 

‘‘Production’’ as used in the statutory 
phrase ‘‘value of the production’’ means 
gas in the condition in which it comes from 
the wells 


. The Secretary is without contractual power 


to charge royalty on more than the fair mar- 
ket value of the gas in the condition in which 
it comes from the wells 


A. 


The ‘‘reasonable value’’ provisions of the 
leases, including the regulations by refer- 
ence, mean fair market value of the gas 
in the condition in which it comes from the 


. The ‘‘gross proceeds’’ regulation does not 
permit royalty to be charged on more than 
gross proceeds from the sale of the gas 
in the condition in which it comes from the 


INDEX 


C. The lessee’s obligation to market does not 
carry with it the obligation to pay royalty 
on the costs of marketing 

D. The construction adopted by the Secretary 
is contrary to the statute, the lease provi- 
sions, and the regulations 

E. The Secretary’s action leads to irrational 
and unreasonable results 

Conclusion 
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BRIEF FOR THE APPELLANT 


Opinion Below 


The opinion of the district court (JA 58-73) is reported 
in 187 F. Supp. 445. 


Jurisdictional Statement 


This is an appeal from the judgment of the United 
States District Court for the District of Columbia entered 
October 24, 1960, dismissing the case. The notice of appeal 
was filed November 30, 1960 (JA 80). Jurisdiction of the 


(1) 
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district court was founded on Title 11, Section 306 of the 
District of Columbia Code. This court has jurisdiction 
under 28 U.S.C. 1291. 


Statement of the Case 


The California Company, appellant, hereinafter referred 
to as ‘‘Caleo,’’ controls and operates the lessees’ interest 
in four federal oil and gas leases covering lands owned 
by the United States in Romere Pass field in southern 
Louisiana. Calco’s development work resulted in the dis- 
covery of gas in Romere Pass field in 1950. Since that 
time more than 100 productive wells have been drilled in 
the field (Fdgs. IV-VI, JA 75-76). 

In 1951 Calco negotiated a 25-year contract to sell the 
gas production from Romere Pass and eight other fields 
to the Southern Natural Gas Company. The contract price 
was fixed at 12¢ per thousand cubic feet (mcf) for the 


first 5 years following the initial delivery of gas (April 1, 
1954 to March 31, 1959) with an escalator increase of 1¢ 
per mef each 5 years, thereafter up to 16¢ per mef. If 
the ‘‘going price’’ in the purchase area rose above the 
contract price, the contract price could be adjusted by 
negotiation to the ‘‘going price’ (Fdg. VII, JA 76; JA 
21, 34, 54). 


The price fixed in the contract was for gas ‘‘produced 
in its natural state from the wells’’ (Art. 4, Art. 11; JA 
49, 57), delivered in a condition suitable for pipe line 
transmission. All the gas produced in Romere Pass field 
is not of the same nature or quality. The gas is produced 
from a number of separate and independent horizons. 
Some horizons produce dry gas alone, others oil, gas as- 
sociated with oil and gas distillate (Fdg. VI, JA 76; JA 
21, 34). As a consequence, gas from each horizon varies 
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in water content, pressure, and liquid hydrocarbons from 
gas coming from other horizons. 

The contract required that the gas delivered to the 
pipe line would not contain in excess of 0.007 pounds of 
water per mef; 0.2 gallons of liquifiable hydrocarbons per 
mef; and would be delivered at pipe line pressure which 
was not to exceed 800 pounds per square inch (psi) (Art. 
4; Art. 8, JA 49, 53; Fdg. VIII, JA 76). 

Caleo did the work and made the expenditures necessary 
to place the gas in condition for the pipe line as required 
by the contract with the gas buyer (Fdg. VIII, JA 76; 
JA 50-51; 53). The operational procedure is as follows: 
Production is moved from the wellhead to one of three tank 
receiving stations where any oil in the gas is separated 
out. The gas from Stations No. 2 and 3 is then moved to 
Station No. 1 adjacent to the entry to the gas buyer’s pipe 
line. At Station No. 1 the gas coming from the wells at 
less than pipe line pressure (about 800 psi) is compressed 
to raise the pressure to pipe line pressure and all gas is 
passed through the dehydrator to remove excess water. 
““Wet??! gas is passed through a refrigeration plant to 
condense out liquid hydrocarbons such as propane and 
butane. (Fdg. XI, JA 77; JA. 34-35)?. It is important to 
note in this connection that only 30% of the Romere Pass 
gas requires compression. The other 70% comes from the 


1“Wet” gas is natural gas containing liquid hydrocarbons such as 
butane, propane and others. The wet gas is passed through a refrigera- 
tion plant and the liquefiable hydrocarbons are extracted or condensed 
out, leaving a residue of dry gas. The royalty value of liquid hydro- 
carbons is not an issue in this case, since the Secretary does not charge 
royalty on the costs of extraction but permits them to be deducted. 

2 Finding XI recites that gas is compressed “at tank batteries Nos. 1 
and 2” (JA 77) but the only evidence in the record shows that all com- 
pression takes place at Station No. 1, from which the gas enters the pipe 
line (JA 34-35). 
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wells at pressures sufficiently high to require no compres- 
sion (Fdg. XI, JA 77; JA 35, fn. 2). Expressed in figures, 
the expenditures to make the gas produced in a natural 
state suitable for the pipe line are as follows (JA 35): 


Cents per mcf 


Gathering * ae 
Compression (1.5¢ per stage; maximum 

of 3 stages)* 4.5 
Dehydration 0.25 


5.05 


Calco was billed for royalty on 100% of the gas at the 
gas contract price, which for convenience we shall refer 
to as 12¢ per mef. Calco paid royalty on the 12¢ less so 
much of the 5.05¢ in costs as was actually incurred. Geo- 
logical Survey’s local oil and gas supervisor did not dis- 
tinguish between the 70% of the gas requiring no com- 
pression and the 30% requiring an expenditure of up to 
4.5¢ per mef for compression. He billed Calco for royalty 
on the contract price of 12¢ per mef for 100% of the gas 
(JA 36). This demand was not based on a determination 
of the market value or the reasonable value of the 30% 
gas, but on the view that the lessee’s obligation to market 
production ‘‘ineludes liability for getting the lease prod-, 
ucts in marketable condition * * *’’ (JA 45-46). The 
supervisor apparently concluded that the obligation to 
market required the lessee to pay royalties on the costs 


3 There is no charge for “gathering” or moving the production from the 
wells to any of the three stations direct, or from Station No. 1 to the pipe 
line. The gathering charge is limited to moving the gas from Stations 2 
and 3 to Station No. 1, the marketing point adjacent to the pipe line 
entry (JA 29, 35, fn. 1; JA 46-47). 

4 Compression is the major charge. As noted above, only 30% of the 
Romere Pass gas requires compression. It is this 30% which is the real 
subject of this lawsuit (Fdg. XI, JA 77; JA 35, fn. 2). 
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of placing the gas in condition for the market (JA 19; 
JA 43, 45-46). 

The Director, Geological Survey, affirmed the supervisor, 
and on appeal, the Secretary of the Interior affirmed the 
Director (Fdg. XIV, JA 78-79). Both adopted the oil 
and gas supervisor’s view that Calco’s obligation to mar- 
ket the production obligated it to pay royalties on the 
marketing costs of compression, gathering and dehydra- 
tion (JA 36-37; 41). They also undertook to justify the 
supervisor’s action under various regulations calling for 
royalty on the reasonable value of the production as estab- 
lished by the Secretary (JA 33-38; 39-42). 

Caleo brought this suit. After issue was joined, the 
case came on for trial and was submitted on a stipulation 
and exhibits (JA 10-57). Calco contended that, although 
the Secretary had the power to fix the reasonable value of 
the royalty gas, no such determination had been made; 
that the Secretary was not empowered by the statute, leases, 


or regulations to charge more than the reasonable or fair 
market value of the production, or gas, in the condition in 
which it was produced at the wells; and, that by billing for 
royalty on the gas sales price of 12¢ per mef at the pipe 
line, the Secretary was charging royalty not only on the 
gas, as such, but was unlawfully charging royalty on the 
costs of conditioning the gas for market. 


The district court filed a memorandum opinion in favor 
of the Secretary (JA 58-73). It could find nothing arbi- 
trary or capricious in the Secretary’s action (1) in de- 
fining ‘‘production’’ to mean ‘‘all the gas in a marketable 
condition after it has gone through the operational pro- 
cedures of separation, compression, and dehydration, such 
that it meets the buyer’s minimum requirements,’’ or (2) 
in assigning ‘‘a value of production of 12¢, which is the 
same as the contract price’’ (JA 72). 
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The court rejected Calco’s contention that no determina- 
tion of the reasonable value of the gas had been made. It 
considered that discussions between Calco and the field 
oil and gas supervisor, correspondence, an office memo- 
randum from the supervisor to his superiors, and the 
administrative decisions under review, coupled with the 
billing for royalties were ‘‘sufficient determination of 
value’? (JA 72-73). The court entered findings of fact 
(JA 74-79), conclusions of law (JA 79), and judgment 
dismissing the complaint (JA 80). This appeal followed. 


Statutes and Regulations Involved 


Section 17 of the Mineral Leasing Act of February 25, 
1920, ¢. 85, 41 Stat. 437, 443, as amended by Section 3 of 
the Act of August 8, 1946, c. 916, 60 Stat. 951 (30 U.S.C. 
226) provides: 


* * © When the lands to be leased are not within any 
known geological structure of a producing oil or gas 
field, the person first making application for the lease 
who is qualified to hold a lease under this Act shall 
be entitled to a lease of such lands without competi- 
tive bidding. Such leases shall be conditioned upon 
the payment by the lessee of a royalty of 12% per 
centum in amount or value of the production removed 
or sold from the lease. * * * 


Pertinent excerpts from the regulations involved are 
set out below. Additional regulations are printed in the 
Appendix, infra, pp. 39-40. 


43 CFR 192.82 Royalty on production. (a) * * * the 
following royalty rates shall be paid on the production 
removed or sold from leases: 


7 


(d) The Secretary of the Interior may establish rea- 
sonable values for purposes of computing royalty on 
any or all oil, gas, natural gasoline, and other liquid 
products obtained from gas, due consideration being 
given to the highest price paid for a part or for a 
majority of production of like quality in the same field, 
to the price received by the lessee, to posted prices 
and to other relevant matters. In appropriate cases 
this will be done after notice to the parties and op- 
poriunity to be heard. 

30 CFR 221.47 Value basis for computing royalties. 
The value of production, for the purpose of computing 
royalty shall be the estimated reasonable value of the 
product as determined by the supervisor, due consid- 
eration being given to the highest price paid for a 
part or for a majority of production of like quality 
in the same field, to the price received by the lessee, 
to posted prices and to other relevant matters. Under 
no circumstances shall the value of production of 
any of said substances for the purposes of computing 
royalty be deemed to be less than the gross proceeds 
accruing to the lessee from the sale thereof or less 
than the value computed on such reasonable unit value 
as shall have been determined by the Secretary. In 
the absence of good reason to the contrary, value 
computed on the basis of the highest price per barrel, 
thousand cubic feet, or gallon paid or offered at the 
time of production in a fair and open market for the 
major portion of like-quality oil, gas, or other products 
produced and sold from the field or area where the 
leased lands are situated will be considered to be a 
reasonable value. 
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Statement of Points 
The district court erred: 


1. In holding that the Secretary of the Interior had made 
a determination of the reasonable value of the gas for the 
purpose of computing royalty on gas produced under fed- 
eral oil and gas leases. 

2. In failing to find as a fact, that neither the Secretary 
of the Interior nor any of his subordinates had made a 
determination of the reasonable value of the gas for the 
purpose of computing royalty on gas produced under fed- 
eral oil and gas leases. 

3. In holding that the Secretary was empowered to col- 
lect royalty on more than the fair market value of gas in 
the condition in which it comes from the wells on federal 
oil and gas leases, and affirming the action of the Secre- 
tary in collecting royalty on the contract price of the gas 
at the pipe line, which price reflects expenditures by the 
lessee of up to 5¢ per mef to condition the gas as it comes 
from the wells. 

4, In holding that the Secretary was empowered to col- 
lect royalty on the marketing costs of gathering, compress- 
ing and dehydrating gas as produced from the wells on 
federal oil and gas leases. 

5. In holding that all gas produced under federal oil 
and gas leases in the same field was of equal value, although 
70% of the gas, in the condition in which it was produced, 
required practically no expenditure to bring the market 
price of 12¢ per mef, while up to 5.05¢ per mef was ex- 
pended on the remaining 30% of the gas before it could 
meet the market specifications for which 12¢ per mcf was 
paid. 

6. In entering judgment dismissing the complaint. 
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Summary of Argument 
I 


Neither the Secretary nor any of his subordinates ever 
exercised the contractual power reserved in the leases to 
establish the reasonable value of the gas produced, for the 
purpose of computing royalty. The court made no finding 
that the reasonable value of the gas had been established. 
The statements in the court’s opinion may not be sub- 
stituted for the absent finding. In any event, there is 
nothing in the record to support such a finding. (Infra, 
pp. 14-18.) 

II 


There is no statutory authority to charge royalty on 
more than the fair market value of the gas in the condi- 
tion in which it comes from the wells. The controlling 
statute requires the lessee to pay a royalty of 12144% ‘‘in 
amount or value of the production’’ (Section 17 of the 


Mineral Leasing Act of 1920, as amended 30 U.S.C. 226). 
(Infra, pp. 18-19.) 


A. ‘‘Value’’ as used in the statutory phrase means fair 
market value. Continental Oil Co. v. United States, 184 
F. 2d 802 (C.A. 9, 1950); United States v. General Petro- 
leum Corporation, 73 F. Supp. 225 (S.D. Cal., 1947). (Infra, 
pp. 19-21.) 

B. ‘‘Production’’ as used in the statutory phrase means 
‘eas in the condition in which it comes from the well.’’ 
This is the administrative interpretation of the word. In- 
terpretation of Oil and Gas Regulations, 56 I.D. 462 (1937). 
It was the position of the United States before the courts 
in the Kettleman Hills cases and was adopted by the courts 
in those cases. United States v. General Petroleum Cor- 
poration, 73 F. Supp. 225, 254-255 (S.D. Cal., 1947), affirmed 
Continental Oil Co. v. United States, 184 F. 2d 802, 820- 
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821 (C.A. 9, 1950). The court below did not deal with the 
administrative construction of the statute or the Kettle- 
man Hills decisions confirming that construction, but re- 
sorted to cyclopedic and dictionary definitions of ‘‘produc- 
tion’’ in an effort to justify the action of the Secretary. 
(Infra, pp. 21-25.) 

III 


There is no contractual authority to charge royalty on 
more than the fair market value of the gas in the condi- 
tion in which it comes from the wells. The power to reserve 
such contractual authority is not challenged. However, 
the only authority reserved was to ‘“cestablish reasonable 
minimum values for purposes of computing royalty on 
***9as%**%.’? (Infra, p. 25.) 


A. The ‘‘reasonable value’’ provisions mean fair market 
value of the gas in the condition in which it comes from 
the wells. There is no language supporting a right to 
charge more than fair market value. To charge more than 


something is worth would be unreasonable. The natural 
import of such words of common usage must be assumed 
(cases cited infra, pp. 26-27.) The contractual provisions 
must be interpreted according to general rules of law re- 
specting contracts between parties (cases cited infra, p. 
96). The action of the Secretary in charging royalty on 
the gross amount paid to the lessee, where that gross 
amount reflects elements of value over and above the value 
of the gas, as such, is not authorized by the contractual 
provisions. (Infra, pp. 25-27.) 

B. The Secretary primarily relied on the ‘‘reasonable 
value’? regulation contained in the operating regulations 
of the Geological Survey (30 CFR 221.47). The regula- 
tion specifies that the reasonable value of production to 
be established for computing royalty should not be less 
than ‘‘the gross proceeds accruing to the lessee from the 
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sale thereof * * *.’? Read in context, the clause means the 
gross proceeds from the sale of the “‘production’’—i.e., the 
gas in the condition in which it comes from the well. It 
means that the ‘‘reasonable value’’ to be established under 
the regulation, of which the “‘gross proceeds’’ clause is a 
part, may not be less than the total received from the sale 
of the ‘‘production’’ so defined. The Secretary, however, 
treated the clause as if it were an independent regulation 
calling for royalty on the gross amount of money coming 
into the lessee’s hands from the sale of the gas, regard- 
less of what elements of value the money represented in 
addition to the gas, as such. This construction conflicts 
with the statute, the lease provisions, and the regulations. 
It produces irrational and unreasonable results. (Infra, 
pp. 27-30.) 

C. The lessee has an obligation to market the gas and 
gathering , compressing and dehydration are marketing 
functions. The Secretary ruled that the obligation to mar- 
ket carried with it the obligation to pay royalty on the costs 
of marketing. Such an agreement would be a revolutionary 
departure from contracts of this kind. It would have to be 
expressly stated. There is no authority, statutory or con- 
tractual, to support this ruling. (Infra, pp. 30-31.) 

The Secretary’s view cannot be reconciled with the reg- 
ulation on which he depends (30 CFR 221.35). Under that 
regulation, if gas is ‘‘wasted’’ instead of marketed, the les- 
see must pay the ‘‘full value’’ of the gas. The ““full value’’ 
of wasted gas would not be the contract price at the pipe 
line, which embraces the costs of marketing—gathering, 
compression, dehydration. (Infra, pp. 31-32.) If the Gov- 
ernment took its 14 royalty in kind, as it may under the 
lease, it could not require the lessee to pay for gathering, 
compressing, and dehydrating the Government’s gas, so 
that the Government could collect the contract price of 12¢ 
and keep it. The court below relied on the decision in 
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The Texas Company, 64 I.D. 76, (1957), although that case 
is clearly erroneous. (Infra, pp. 30-34.) 

D. As construed by the Secretary, the ‘‘gross proceeds’’ 
clause and the ‘‘royalty on marketing costs’’ theory violate 
the statutory direction as construed in the Kettleman Hills 
case to collect royalty on the fair market value of the gas 
jn the condition in which it comes from the well. To apply 
these formulae would be inconsistent with the ‘‘reasonable 
value”’ provisions of the lease (section 2(d) (2); JA 14), 
including the royalty regulation (43 CFR 192.82(d)), and 
the operating regulation (30 CFR 221.47). (Infra, pp. 
34-35.) 

E. The Secretary’s collection of royalty on costs or 
‘gross proceeds’’ leads to irrational and unreasonable re- 
sults in that the more costs required to market the gas the 
less valuable the gas at the well, but the higher the royalty. 
If it costs 5¢ per mef to condition gas for the market where 
it brings 12¢ per mef, the gas is worth 7¢ at the well. In this 


case 70% of the gas produced requires no conditioning— 
30% does. According to the Secretary, all of the gas is of 
equal value—12¢ per mcf. On its face, this conclusion is 
patently arbitrary and grossly unfair. (Infra, pp. 35-37.) 


Argument 


Where oil and gas leases provide for the payment of 
royalty on the value of production the general rule is that 
royalty should be computed on the basis of the market 
value of the gas at the wells. Sartor v. Arkansas Nat. 
Gas Corp., 321 U.S. 620, 622-623 (1944); Arkansas Natural 
Gas Co. v. Sartor, 78 F.2d 924, 927 (C.A. 5, 1935), cer- 
tiorari denied 296 U.S. 656; Lafitte Company v. United 
Fuel Gas Company, 177 F. Supp. 52, 60-61 (E.D. Ky., 1959), 
and cases cited. As is usual in the industry the gas is 
not sold at the wells but is delivered to the gas buyer’s 
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pipe line, the market, after first gathering, compressing, 
and dehydrating the gas, and removing liquid hydrocarbons 
as required to satisfy the gas buyer’s (market) condi- 
tions.” See Sartor v. Arkansas Nat. Gas Corp., supra, p. 
622. In addition to the value, as such, of the gas produced, 
the contract price at the pipe line includes the other ele- 
ments of value reflected by gathering, compression and 
dehydration of the gas. The action of the Secretary in 
departing from the general rule and charging royalty on 
the contract price at the pipe line instead of on the fair 
market value of the gas production at the well gives rise 
to this controversy. 

In this case the dissatisfaction with the Secretary’s ac- 
tion is vividly apparent because all of the gas produced 
from Romere Pass field is not of like quality. Yet the 
Secretary treats it all as having equal value. About 70% 
of the gas is produced at pressures sufficiently high to 
meet the contract requirements for which 12¢ per mef is 
paid, without any expenditure for compression. The re- 
maining 30% of the gas production requires expenditures 
of up to 4.5¢ per mef for compression to increase the pres- 
sure of the gas as produced to meet the contract standard 
for which 12¢ per mef is paid (Fdg. XI, JA 77). The 
Secretary made no distinction between the 70% of the gas 
and 30% of the gas from the same field. He avoided the 
difference in the quality of the gases by using the contract 
price at the pipe line entry (market) as the royalty value. 
At that point the less valuable gas (30%), by the expendi- 
ture of 4.5¢ per mef for compression, had been raised to 
the value of the higher pressure gas (70%). At that point 
the Secretary demanded royalty on the contract price of 
12¢ per mef for 100% of the gas. 


5 The market is at the pipe line. See the brief descriptions in Sartor 
vy. Arkansas Nat. Gas Corp., 321 U.S. 620, 622 (1944). 
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The Secretary presumes to be acting under his statutory 
obligation to collect royalty on the ‘‘value of the produc- 
tion’’ (30 U.S.C. 226), and the contractual authority he 
has reserved in the leases to ‘‘establish reasonable mini- 
mum values for purposes of computing royalty’’ on gas 
(Section 2(d)(2) of the leases (JA 14), and the regula- 
tions incorporated by reference, 43 CFR 192.82(d); 30 CFR 
221.47)). There is no challenge of the Secretary’s power 
to write into the leases authority to fix reasonable royalty 
values. The challenge here is first that he has not exer- 
cised the contractual power he has reserved. He has not 
determined the reasonable value. Second, his billing for 
royalty on the contract price for gas at the pipe line is 
arbitrary, irrational and beyond any authority vested in 
him, statutory or contractual. 


I 


The Reasonable Value of the Royalty Gas Was Never 
Established by the Secretary 


The only relevant contractual power reserved by the 
Secretary in the leases and regulations was to establish the 
reasonable value of the gas for the purpose of computing 
royalty. The controlling provisions contemplate such ac- 
tion would be taken ‘‘in appropriate cases * * * after notice 
to the parties and opportunity to be heard’’ (Section 
2(d)(2) of the leases, JA 14; 43 CFR 192.82(d)). Neither 
the Secretary nor any of his subordinates ever established 
the reasonable value. The oil and gas supervisor simply 
billed Caleo for royalty on 12¢ per mef at the pipe line. 
Caleo withheld payment of royalty on the costs of gather- 
ing, compression and dehydration. The supervisor threat- 
ened cancellation of the leases but did not furnish Caleo 
with the reasons for his action (JA 18-19). After Caleo 
appealed to the Director, Geological Survey, the supervisor 
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wrote a memorandum to his superior setting out his reasons 
for the billing (JA 43-46). 

The supervisor’s interoffice memorandum was not made 
available to Caleo at any time during the administrative 
proceedings. Its existence was withheld from Calco until 
the pretrial in this case (JA 10, par. 3). It was not in the 
Geological Survey files made available for examination to 
the undersigned counsel for Caleo. The memorandum 
makes clear that the sole reason for the supervisor’s bill- 
ing was his view that under 30 CFR 221.35 (Appendix, 
infra), the lessees’ obligation to market the production re- 
quired the lessee to pay royalty on the costs of making the 
production marketable (JA 44, 45-46). There is no sug- 
gestion that the supervisor was establishing reasonable 
value. The memorandum refers to ‘‘a number of confer- 
ences’’ held with Calco after December 1953, in which 
Caleo was ‘‘informed costs incurred in marketing lease 
products were obligations of the lessee and no part of such 
eosts could be charged against the lessee’s [ste] royalty 
interest’? (JA 43). 

The trial court made no finding that the reasonable value 


6 The memorandum recites: 


(JA 44) “The lessee is obligated, such obligation not modified by 
the approved unit agreement to which the leases are committed, to 
develop the leaseholds and market the production therefrom. If the 
products cannot be marketed as recovered, the lessee must make them 
marketable, if economically feasible, and the cost of doing so be- 
comes a lease operation no part of which is chargeable to the lessor’s 
interest.” 


(JA 45-46) “The obligation placed on lessee to market production 
from a Federal lease includes liability for getting the lease products 
in marketable condition by removing objectionable impurities such 
as water, and for gas raising the pressure to that required for de- 
livery to the purchaser. Since this obligation is expressed in the 
lease and operating regulations, there is no basis or justification for 
allowing the deduction claimed by The California Company as oper- 
ator for the four Federal leases involved.” 
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of the gas had been established by the Secretary. How- 
ever, in its opinion the district court stated that the con- 
ferences referred to in the supervisor’s memorandum, 
“‘much correspondence’, the interoffice memorandum 
withheld from Calco until pretrial, the opinions of the 
Secretary and Acting Director below, ‘‘taken together with 
the billing to the Plaintiff for 12¢, is considered sufficient 
determination of value’ (JA 71-72). 

The trial court was in error. Any determination that 
12¢ was the reasonable value of the gas had to be made 
before the billing was rendered, not afterwards. The 
memorandum withheld from Calco explaining the reason 
for the billing, and the administrative opinions on appeal 
attempting to justify the billing are after the fact. They 
cannot possibly form any part of any determination of 
reasonable value leading up to the billing. They are not 
a substitute for fixing reasonable values which are to be 
made ‘‘in appropriate cases * * * after notice to the par- 


ties and opportunity to be heard”’ (43 CFR 192.82(d)). 
The conferences on which the court relies are not part of 
the record, and in any event, as disclosed by the super- 
visor, were not to consider reasonable value but to inform 
Calco’s representatives of the decision that costs of mar- 
keting were not deductible (JA 43). The trial court’s 


7 At the same time the district court impliedly criticized the adminis- 
trative procedures (JA 72, fn. 6). Here, the reasons for the all-impor- 
tant initial decision to charge royalty on 12¢ per mef were withheld from 
Calco and not made available until pretrial in this case ( JA 10, par. 3). 
All through the two administrative appeals Calco was unaware of the 
Supervisor’s reasons for his action. As pointed out to the court below, 
had the Supervisor’s reasons been furnished to Caleo, as they should have 
been, the administrative appeals might have taken a different turn. The 
district court also thought “that some evidence of any hearings, informal 
or otherwise, be incorporated in the record in the event of possible ap- 
peal” (JA 72, fn. 6). We agree. There were no administrative hearings 
in this case, informal or otherwise. There was no evidence of “reasonable 
value” because the Secretary never undertook to fix a “reasonable value”. 
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reference to ‘‘much correspondence”’ has no support what- 
soever in the record. 

The district court made no finding that reasonable 
value was established and there is nothing in the record 
to support such a finding. The absence of findings cannot 
be supplied by statements in the opinion. United States 
v. Shoshone Tribe, 304 U.S. 111, 115 (1938); American 
P. & Mfg. Co. v. United States, 300 U.S. 475, 479-480 
(1937) ; Federal Trade Commission v. B. F. Goodrich Com- 
pany, 100 U.S. App. D.C. 58, 63; 242 F. 2d 31, 36 (1957), 
quoting with approval Ohklinger v. United States, 219 F. 2d 
310, 311 (C.A. 9, 1955). The plain fact is that neither 
the supervisor nor anyone else ever estimated or pretended 
to estimate the reasonable value of the gas before the bill- 
ing was issued. For the supervisor, the price paid at the 
pipe line for finished gas controlled. So far as he was con- 
cerned, the marketing costs of gathering, dehydration and 


8 Finding X (JA 77) recites that in the “monthly statements of royal- 
ties the value of the oil [gas was intended] for royalty purposes was 
declared to be 12 cents per thousand cubic feet”. There are no “monthly 
statements of royalties” in the record to support this portion of the find- 
ing. However, the statements were merely bills for royalty based on 12¢ 
per mef, not declarations that the gas was valued at 12¢ per mcf. Find- 
ing X is not a finding that the Secretary established the reasonable value 
of the gas production for royalty purposes, 

In this connection we call attention to Finding XIV, which recites 
(JA 78): “No issue was raised with respect to the reasonableness of the 
12 cents valuation as compared with the ‘going’ market value of gas at 
the pipeline as defined in the contract or with respect to plaintiff’s ability 
to make a profit on its operations”. There was no reason for this finding 
except coloring. Calco’s contract with the gas buyer provides that if the 
“going price” of gas in the purchase area rose above the contract price, 
the contract price could be adjusted upwards to the “going price” (JA 
54). That the contract price was by far the highest ever obtained in the 
area at the time the contract was negotiated stands “unquestioned” (JA 
22, par. 4: JA 44). The occasion for comparing the contract price to 
the “going price” never arose. Nor has Caleo’s ability to make a profit 
anything to do with the issue. Certainly Caleo makes no profit on the 5¢ 
in the charges it pays. The question is whether it must pay a royalty of 
1214% on this 5¢ in costs. 
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compression could not be deducted and his ruling was 
affirmed. 

The failure to establish the reasonable value of the gas 
for purposes of computing royalty standing alone requires 
that this case be remanded to the Secretary for the purpose 
of making such a determination in accordance with the 
leases and regulations. 

II 


The Secretary Is Without Statutory Power to Charge 
Royalty on More Than the Fair Market Value of the 
Natural Gas in the Condition in Which It Comes from 
the Wells ° 


The controlling statute requires the lessee to pay ‘a 
royalty of 121% per centum in amount or value of the pro- 
duction removed or sold from the lease’’ 30 U.S.C. 226.” 
This statutory provision is incorporated in the leases (JA 
16), and regulations (43 CFR 192.82(d), supra, p. 7), 30 


CFR 221.50, Appendix, infra, pp. 39-40). 
It is Calco’s position that ‘‘value of the production’’ as 
used in the statute, regulations, and leases means the fair 


9 As used in this brief and in accordance with industry practice “at the 
well” or “in the condition in which it comes from the well” means after 
the production has passed through the separators at Stations No. 1, 2 or 
3 to separate the oil from the gas (see p. 3, supra). Such separation 
is considered a part of the cost of production and is not a charge against 
the royalty value. 

10 The leases in suit were issued under the Mineral Leasing Act for 
Acquired Lands of August 7, 1947, ¢.513, 61 Stat. 913 (30 U.S.C. 351 
et seq.), but are governed by the leasing procedures of the Mineral Leas- 
ing Act of 1920, as amended. Barash v. Seaton, 103 U.S. App. D.C. 159, 
160, 256 F.2d 714, 715 (1958). The court below recognized that the 
leases were for acquired land calling for approval of the “executive 
department or independent establishment” having jurisdiction over the 
land. It mistakenly thought that the Bureau of Land Management, a 
subordinate bureau of the Department of the Interior, was such an 
establishment (JA 61). While of no importance in this case the fact is 
that the land was acquired by the Fish and Wildlife Service, also under 
the Secretary’s jurisdiction. 
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market value of the gas in the condition in which it comes 
from the well. To compute royalty on more than the fair 
market value is to demand royalty on more than the gas 
is worth. To bill for royalty on the contract price of gas 
at the pipe line (market) after it has been gathered, dehy- 
drated, compressed and liquid hydrocarbons removed is to 
value enhancements above and beyond the gas as produced. 


The Secretary’s billing cannot stand unless authority is 
found empowering him to compute royalty on more than 
the gas is worth. In the case at bar there is no statutory 
or contract authority for the Secretary’s action. We deal 
first with the absence of statutory authority. 


A. ‘‘Value’’ as used in the statutory phrase ‘‘value of 
the production’’ means fair market value. The phrase 
“value of the production’’ (30 U.S.C. 226) is not defined 
in the statute and the legislative history is of no direct 
aid (JA 61). However the word ‘‘value’’ as used in the 
quoted phrase was construed in what are known as the 
Kettleman Hills cases. Continental Oil Co. v. United 
States, 184 F.2d 802, 816-817 (C.A. 9, 1950), affirming 
United States v. General Petrolewm Corporation, 73 F. 
Supp. 225, 235 (S.D. Cal. 1947). 

In the Kettleman Hills cases, the United States sought 
recovery of oil royalties based on values fixed by the 
Secretary. The companies insisted that royalties should 
be computed on the prices they posted in the field. The 
district court held the word ‘‘value’’ as used in the Min- 
eral Leasing Act and leases meant ‘‘that price which a 
product will bring in an open market between a willing 
seller and a willing buyer * * *. Thus, the lessees are ob- 
ligated to return to the government, the specified percent- 
age of the reasonable market value * * *’’ of the produc- 
tion (73 F. Supp. 235). The Court of Appeals agreed, 
stating (184 F.2d 817): ‘‘* * * that the trial court was 
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right in its interpretation of the leases as requiring royalty 
to be based upon actual, true or market value * * *.’’ As 
summarized by the Court of Appeals, under the judgment 
it affirmed ‘‘the lessees were required by the leases to pay 
a royalty based upon market value of the oil produced, 
which value the court found to be in excess of the posted 
prices * * *’’ (184 F.2d 807). 

The court below was faced with the need to interpret 
the meaning of ‘‘value’’ as used in the precise statutory 
phrase construed in the Kettleman Hills cases. If the stand- 
ard of fair market value laid down in those cases was fol- 
lowed, the Secretary’s action in adopting the contract price 
at the pipe line could not be affirmed. After all, the market 
value of 70% of the gas requiring no expenditure for com- 
pression and the market value of the remaining 30% re- 
quiring up to 4.5¢ per mef for compression could not be 
the same. This may explain why the opinion below is 
silent on the interpretation of ‘‘value’’ in the Kettleman 
Hilis cases and offers no reason for bypassing the exact 
holding of those cases construing the identical statutory 
term, ‘‘value,’’ although the opinion below relies on those 
eases for other points (JA 63; 66; 70). 

We are not certain just what definition of ‘‘value,’’ if 
any, was reached by the court below. We do know that it 
was something other than fair market value. To sustain 
the Secretary the trial court was compelled to avoid the 
precedent of the Court of Appeals for the Ninth Circuit 
and resort to Corpus Juris Secundum from which it selected 
‘estimated or assessed worth’’ or ‘‘market price’’ as defi- 
nitions of ‘‘value’’ (JA 61) ™ 


11 As might be expected, Corpus Juris Secundum notes that since value 
“Gs a relative term it is necessary that its true meaning be determined by 
the context in which it appears.” 91 C.J.S., p. 799. The court below 
also cited a Court of Claims decision (JA 62) which defined just compen- 
sation under the Fifth Amendment as market value. Pewee Coal Com- 
pany v. United States, 142 C. Cl. 796, 801-802; 161 F, Supp. 952. 956 
(1958). But the court below did not follow the market value definition. 
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On authority of the Kettleman Hills cases, as well as 
good sense and logic, we submit that the term ‘‘value,”’ in 
the context of the Mineral Leasing Act leases and regula- 
tions, means fair market value. To charge morc than fair 
market value is to charge more than something is worth. 
A construction reaching that result must be rejected. Con- 
gress was not legislating unfair dealings or empowering 
the Secretary to gouge federal lessess. 

B. “‘Production’’ as used in the statutory phrase ‘value 
of the production’? means gas in the condition in which it 
comes from the wells. In this case, the “nroduction’’ is 
gas. But the question is, at what point is the royalty value 
of the gas to be measured—at the well or at the pipe line 
(market)? The general rule is that the royalty should be 
computed on the market value of the gas as it is produced 
at the well, in the absence of express agreement to the con- 
trary (see cases cited supra, pp. 12-13). Here there is no 
such agreement (infra, pp. 26-27). Certainly nothing in 
the Mineral Leasing Act supports the view that the Con- 
gress was departing from accepted standards and valuing 
production at a point other than the wells. Accordingly, 
so far as the statute is concerned, the value of production 
must be measured at the well. 

In the Kettleman Hills cases the court held that ‘* Natural- 
gas royalties are payable on the gas as it is produced from 
the well. It is the value of that gas which must be deter- 
mined.’’ (73 F. Supp. 254)."7 This holding rested on the 
Department’s own construction of the phrase ‘‘value of 
the production’’ in the statute to mean that the Secretary 
was to fix royalty on ‘‘the value of the natural gas in the 
condition in which it comes from the well * * *.’? Inter- 
pretation of Oil and Gas Regulations, 56 I.D. 462 (1937). 
This interpretation was the basis on which the United 
States recovered in the Kettleman Hills cases where the 


12 Emphasis supplied throughout this brief unless otherwise indicated. 
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courts referred to it as the ‘‘net realization”’ order of 1937 
(185 F. 2d 820-821; 73 F. Supp. 255). 
The interpretation stated (56 LD. 462, 464-465) : 


[p. 462] Leases issued under this [Mineral Leasing] 
act contemplate that a single royalty may be collected 
upon the value of the natural gas in the condition in 
which it comes from the well, or that separate royalties 
may be collected on the values of the constituent ele- 
ments. 

[pp. 464-5] It is fundamental that a lessee’s natural- 
gas production cannot be valued for royalty purposes 
at less than the et amount which the lessee actually 
realizes from his current disposals of such natural 
gas in the field. * * * and it follows also that a lessee 
may and should be required to pay his natural gas 
royalties upon the basis of the actual money value of 
such gas to him in the field * * *. 


This interpretation constitutes an administrative con- 
struction of the statutory language which has never been 
altered. It reflects the long standing policy of the Depart- 
ment of the Interior, in force for over 23 years, when the 
leases in suit were issued and ever since. It conforms to 
established case law (see cases cited supra, pp. 12-13). It 
spells out what any fair-minded party to a contract would 
take for granted—that the Government is entitled to its 
royalty share of the value of the production, but not more. 

Caleo is paying royalties on ‘‘the value of the natural 
gas in the condition in which it comes from the well.’ 
Caleo is paying royalties on the ‘¢actual money value of 
such gas to [it] in the field.”’ This is what the law re- 
quires as construed and administered by the Department 
prior to this case. But here, the Secretary demands more. 
Contrary to the law, the leases and the regulations, the 
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Secretary demands royalty on the price paid by a gas 
buyer under a contract calling for finished gas at the pipe 
line, a price which includes elements of value over and 
above ‘‘the value of the natural gas in the condition in 
which it comes from the well.’’ 

The problem of defining the point at which production 
must be valued was before the court below. But the court 
did not deal with it in terms of construing the meaning 
of “‘production’’ as used in the statute in which it appears. 
It glossed over the administrative construction announced 
in 1937, by footnoting agreement with the argument made 
in court by the defendant below, that the Department’s 
1937 interpretation was distinguishable because it ‘‘in- 
creased the Government’s royalties’ and that the defend- 
ant below ‘did not find that interpretation applicable in 
this case’’ (JA 72, fn. 7). It seems unnecessary to say 
that a long standing administrative construction of a stat- 
ute may not be used only in those cases where it is bene- 
ficial to the Government. In a government of laws, we 
assume that the objective of an administrative interpreta- 
tion is to obtain a correct construction of a statute, not a 
result uniformly advantageous to the Government and 
damaging to its lessees, 

Neither the administrative opinions under review nor 
the opinion below dealt with the 1937 interpretation in the 
context of its definition of ‘‘value of the production’’ to 
mean the ‘‘value of the natural gas in the condition in 
which it comes from the well.’’ Neither do the opinions 
refer to the Keftleman Hills cases confirming and follow- 
ing the 1937 administrative construction and holding that 
‘“natural-gas royalties are payable on the gas as it is pro- 
duced at the well.”” (73 F. Supp. 254). The Secretary 
mentions the interpretation only in connection with a point 
for which it was not cited (JA 42). We do not deny the 
power of one Secretary of the Interior to reject the in- 
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terpretation of another, but that was not done here. The 
administrative construction made in 1937 still holds. There 
is no room for departing from it. Under no concept is 
there any lawful basis for the view that the Government 
is entitled to more than its share of the value of the 
production. 

Neither the district court nor the Secretary could recon- 
cile the action in this case with the administrative inter- 
pretation of the statute. To support the Secretary, the 
court below again resorted to Corpus Juris Secundum and 
searched out a definition of ‘‘production’’ as used in a 
Texas case involving a wholly unrelated question (JA 
62)."% That definition was the dictionary definition that 
“< production’ in political economy”’ is the ‘‘ ‘creation of 
objects which constitute wealth’ ’’ (JA 62), and that gas 
and oil fall within that definition. If such a definition may 
be indiscriminately applied, there is no limit to the point 
at which ‘‘objects which constitute wealth’’ may be valued 
for royalty purposes. Of course, federal statutes may not 
be construed to ascertain the intent of Congress on the 
basis of cyclopedic definitions and an inapplicable Texas 
case. The extreme to which the court below was extended 
in seeking justification for affirming the Secretary should 
have signalled the infirmity of the Secretary’s action. 

We submit that so far as the Mineral Leasing Act is 


13 In the Texas case (Cole Petroleum Co. v. United States Gas ¢ Oil Co., 
41 S.W. 2d 414 (Tex. Civ. App., 1931)), the lessee was required “to 
develop this lease to a normal stage of production” using “such care ‘as is 
reasonably necessary’” (p. 416). “The jury found that reasonable care 
was not used by the asignee to connect the gas wells with a pipe line nor 
to sell the gas to the advantage of the parties.” (p. 416) The court held 
that this constituted a breach of the obligation to develop the lease to a 
normal stage of production. The court defined production in this con- 
nection to mean the realization of cash to the landowner for the gas in 
the earth—the whole objective of the lease. The definition has no rela- 
tion to determining the intent of Congress in its use of the word in the 
Mineral Leasing Act. Compare United States v. General Petroleum Cor- 
poration, 73 F.Supp. 225, 235 (S.D. Cal., 1947). 


concerned, royalties must be computed on the fair market 
value of the production, and production is ‘‘the natural 
gas in the condition in which it comes from the well.’’ 


Til 


The Secretary Is Without Contractual Power to Charge 
Royalty on More Than the Fair Market Value of the 
Gas in the Condition in Which It Comes from the Wells 


The Secretary has power to write into the leases author- 
ity to establish the reasonable value of the Government’s 
interest. Continental Oil Co. v. United States, 184 F.2d 
802, 821 (C.A. 9, 1950); United States v. Ohio Oil Co., 163 
F.2d 633, 640 (C.A. 10, 1947) certiorari denied 333 U.S. 
833. He has reserved such authority to himself in the 
subject leases, which incorporate the regulations by ref- 
erence (JA 13). The leases authorize the Secretary to 
“establish reasonable minimum values for purposes of 
computing royalty on * * * gas * * *.”’? (Section 2(d) (2) 
of the leases, JA 14; the same language is in the royalty 
regulation, 43 CFR 192.82(d)). The Geological Survey’s 
operating regulations specify that ‘‘the value of produc- 
tion, for the purpose of computing royalty shall be the es- 
timated reasonable value of the product’’ (30 CFR 221.47). 
This language in the leases and two regulations consti- 
tutes the only contractual authority vested in the Secre- 
tary to establish royalty value. 

The issue here is whether the contractual authority so 
reserved empowers the Secretary to establish the royalty 
value at more than the fair market value of the ‘‘produc- 
tion,’’—meaning the gas in the condition in which it comes 
from the well. 


A. The ‘‘reasonable value’’ provisions of the leases, in- 
cluding the regulations by reference, mean fair market 
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value of the gas in the condition in which it comes from 
the wells. The ‘‘reasonable value”’ provisions will not with- 
stand a construction that the gas must be valued in its 
finished condition at the pipe line. This, in effect, would 
empower the Secretary to charge royalty on whatever 
sum of money a gas buyer puts in the lessee’s hands re- 
gardless of what services, work and costs that money may 
reflect over and above the value of the gas production 
as it comes from the well. There is no language support- 
ing such a construction. The right to establish ‘‘reason- 
able’? value cannot mean more than fair market value. 
To charge more than something is worth is not ‘‘reason- 
able.’? The natural import of such words of common 
usage as ‘‘value’’? must be adopted. United States v. 
General Petroleum Corporation, 73 F.Supp. 225, 235, cases 
collected in fn. 12 (S.D. Cal., 1947). 

A contract provision whereby royalty must be paid on 
the gross amount of money paid into the lessee’s hands, 
without regard to the elements of value over aud above 
the value of the gas as such and without deduction of the 
costs of putting the gas into marketable condition may 
not be implied. A lease between the United States and 
a lessee is ‘‘a private contractual matter and is to be 
interpreted according to the general rules of law respect- 
ing contracts between individuals.’’ United States v. Gen- 
eral Petroleum Corporation, 73 F. Supp. 225, 234 (S.D. 
Cal., 1947), and cases collected in footnote 10. Compare, 
Continental Oil Co. v. United States, 184 F.2d 802, 810 
(C.A. 9, 1950) where the court in referring to the question 
of whether the leases contained a right to establish royalty 
value for oil stated: ‘‘* * * such a right cannot have been 
within the contemplation of the parties in the absence of 
an express reservation to that effect.”” An agreement au- 
thorizing one party so to fix the royalty of the other by 


unilateral action at a value higher than market value 
would be so foreign to ordinary contracts and so drastic 
in its operation that it ought not be implied. Compare, 
Continental Oil Co. v. United States, 184 F.2d 802, 810 
(C.A. 9, 1950); Ramsey v. Deepwater Oil Refineries, 65 
F.2d 931, 933-934 (C.A. 10, 1933) ; 4. Leschen & Sons Rope 
Co. v. Mayflower G. M. d& R. Co., 173 Fed. 855, 857 (C.A. 
8, 1909) ; 12 Am. Jur., Contracts, Sec. 250, p. 792. There is 
no basis for reading such a provision into the contract. 

B. The ‘‘gross proceeds’’ regulation does not permit 
royalty to be charged on more than gross proceeds from 
the sale of the gas in the condition in which it comes from 
the wells. In his opinion the Secretary referred to four 
regulations, only one of which, herein termed the ‘‘gross 
proceeds’’ regulation, deals with his contractual authority 
to fix values for royalty purposes (JA 40-41).4 The regu- 
lation (30 CFR 221.47 ; supra, p. 7) provides that the ‘‘value 
of production for the purpose of computing royalty shall be 
the estimated reasonable value of the product as deter- 
mined by the supervisor, due consideration being given 
to the highest price paid for * * * production of like quality 
in the same field, to the price received by the lessee, to 
posted prices and to other relevant matters’’. The clause 
on which the Secretary primarily relies (JA 40-41) goes 
on to recite: ‘‘Under no circumstances shall the value of 


14The Secretary points out that two of the regulations (30 CFR 
221.44; 221.50) require payment of royalty on gas of all kinds (JA 40). 
There is no dispute on this and those two regulations do not touch the 
problem in suit. The Secretary notes that under the third regulation (30 
CFR 221.51) the costs of extracting or condensing out liquid hydrocarbons 
from “wet” gas may be deducted before royalties are computed on the 
liquid hydrocarbons (JA 40). There is no dispute on this and no issue 
concerning liquid hydrocarbons is in this case. It is significant, however, 
that it was the Department’s 1937 interpretation of the same regulation 
which established this standard (supra, pp. 21-22) and the regulation itself 
point up recognition of the policy not to include costs of conditioning for 
market as part of the value of the production. 
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production of any of said substances ** for the purposes of 
computing royalty be deemed to be less than the gross pro- 
ceeds accruing to the lessee from the sale thereof * * *.”’ 

Read as a whole, the objective of the regulation is to 
set standards for estimating the ‘‘reasonable value’’ of 
the ‘‘production’’. Read in context, ‘thereof’? in the 
phrase ‘‘gross proceeds accruing to the lessee from the 
sale thereof * * *’? means ‘‘gross proceeds”’ from the sale 
of production—the gas in the condition in which it comes 
from the well. The clause is simply a guide for setting 
the estimated reasonable value of the raw production. It 
does not call for value at the pipe line.” 


The Secretary and the court below treated the ‘‘gross 
proceeds”’ clause as if it were an independent regulation 
standing alone and construed it to mean that the Secre- 
tary was entitled to collect royalty on the largest sum of 
money coming into the lessee’s hands from the sale of the 
gas, regardless of what services, work, costs and other 
considerations that purchase price might reflect over and 
above the value of the gas, as such, as it comes from the 


15 ‘There is no antecedent to which “said substances” refers, but the 
history of the regulation shows that “said substances” meant “produc- 
tion” embracing “oil, gas, natural or casing-head gasoline, propane, 
butane and all other hydrocarbon substances produced and sold from the 
field ° °°”, The regulation as it first appeared in 1936 (56 LD. 415, 
426-427) is set out in the Appendix, infra p. 39. When it was codified 
following the Federal Register Act to read as it now does, the changes 
designed to eliminate excess verbiage removed the antecedent to “said 
substances”, 

16 Indeed, contracts for the sale of gas delivered to a buyer’s pipe line 
are not admissible per se as evidence of market value of the gas at the well 
since the sales contracts embrace elements of value not present at the well. 
Arkansas Natural Gas Co, v. Sartor, 78 F.2d 924, 928 (C.A. 5, 1935) 
certiorari denied 296 U.S. 656. However, the contract price, less the 
elements of value added between the well and the buyer’s pipe line, are 
proper evidence of the market value of the gas at the well. Sartor v. 
United Gas Public Service Co., 84 F.2d 436, 438-439 (C.A. 5, 1936). If 
the Secretary had established reasonable value in this case, these are 
matters he would have considered (supra, pp. 12-14, 16). 
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well (JA 41; JA 63-64, 65).7 The regulation will not 
withstand such a construction. 

The ‘‘gross proceeds”’ clause cannot be applied as if it 
were an independent regulation standing alone. It must 
be related to the overriding standard of ‘reasonable 
value’? fixed in the regulation of which it is a part, as 
well as the ‘‘reasonable value’’ standards of the leases 
and the royalty regulation (43 CFR 192.82(d)) not men- 
tioned by the Secretary in his decision. Construed in con- 
text, the clause means that the ‘Creasonable value’’ to be 
fixed under the regulation cannot be less than the gross 
proceeds received by the lessee from the sale of the ‘‘pro- 
duction’’—meaning the gas in the condition in which it 
comes from the well. That is the subject of royalty, not 
gas which had been compressed, dehydrated and delivered 
to the gas buyer’s pipe line. The history of the regulation 
confirms this. 


From the beginning of federal leasing, the Secretary has 


been on guard to protect the federal royalty interest from 
lessees who might dispose of the production for less than 
market value and seek to pay royalties on the lower value. 
On occasion, the United States has brought suit to re- 
cover royalties based on the market value of the production 


17In this connection the court below quoted another regulation (30 
CFR 221.50) in full (JA 64) and made the point that the regulation 
applied “gross proceeds” to “wet gas” (JA 65). The trial court was 
unaware that “wet gas” is gas containing liquid hydrocarbons in the 
condition in which it comes from the well. When the lessee sells wet gas 
as such, there are no conditioning, processing or other marketing costs 
involved. The lessee keeps the gross proceeds and the Government is 
entitled to its royalty share thereof. In that situation “gross proceeds” 
represents the value of the wet gas at the well in the condition in which 
it comes from the well. Significantly, the administrative opinions under 
review avoided mention of this application of “gross proceeds” to wet 
gas. It confirms Calco’s position that the raw material to be valued is 
the gas as produced. It denies the court’s opinion that “gross proceeds” 
means the total dollars paid the lessee even though that payment is for 
values over and above the gas as such. 
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where the lessee’s sales price was artificial or rigged. 
Compare, Continental Oil Co. v. United States, 184 F.2d 
802 (C.A. 9, 1950); United States v. Ohio Oil Co., 163 
F.2d 633 (C.A. 10, 1947), certiorari denied 333 U.S. 833. 

It was to insure royalty on the fair market value regard- 
less of the prices received by a lessee for his production 
that the Secretary reserved the contractual right to estab- 
lish ‘‘reasonable minimum values’’ for purposes of com- 
puting royalties. The ‘‘gross proceeds”’ clause was simply 
one of the standards within those regulations designed to 
insure payment of royalty on the fair market value of the 
production. The Secretary gave no consideration to this 
background or the purpose of the regulations. He assimi- 
lated gas at the well with gas at the pipe line entry. He 
paid no heed to the word ‘‘production’’, used in the regu- 
lation to mean what it means in the statute—the gas in 
the condition in which it comes from the well. He applied 
the ‘‘gross proceeds’’ clause indiscriminately to charge 


royalty on the contract price without regard to whether 
that price included elements of value over and above the 
value of the gas, as such, as it comes from the well. As 
we note later (infra pp. 34-37) this construction conflicts 
with the statute, the lease provisions, and the regulations. 
It produces irrational and unreasonable results. 


C. The lessee’s obligation to market does not carry with 
it the obligation to pay royalty on the costs of marketing. 
The Secretary took the position that gathering, compress- 
ing and dehydration were, under his decision in The Texas 
Company, 64 I.D. 76, ‘‘functions necessary to place the 
product—gas—in a marketable condition’? (JA 41). From 
this followed the non sequitur that the lessee must pay roy- 
alty on the costs of marketing. There is no question but that 
such functions are obligations of the lessee. But the obli- 
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gation to market does not mean royalty must be paid on 
the costs of marketing. There is nothing in the statute, 
the leases, or the regulations calling for such royalty. In 
fact, there was no reason for the Secretary to confuse the 
duty to market, with the issue in this case—the reasonable 
value of gas. However, since this doctrine of royalty 
on marketing costs springs from The Texas Company de- 
cision, which the district court quotes at length (JA 66-68), 
we must deal with it. 

In its brief before the Secretary, Calco set out detailed 
reasons for its view that The Texas Company decision 
was wrong.’* That case was pitched on the same premise 
adopted by the same oil and gas supervisor in his ex parte 
memorandum in this case (JA 43-46; see pp. 15-16, supra) 
that the lessee’s express duty to market the gas by virtue 
of 30 CFR 221.35 (Appendix, p. 39) carries with it the 
obligation to pay royalties on the costs of marketing (64 
ID. 79). 


The basic premise is false. The regulation (30 CFR 
221.35) is entitled ‘‘Waste prevention; beneficial use’’. It 
deals with the obligation to market as a concomitant of 
the obligation to prevent waste. It reads (30 CFR 221.35) : 


“‘The lessee is obligated to prevent the waste of oil 
or gas and to avoid physical waste of gas the lessee 
shall consume it beneficially or market it or return it 
to the productive formation. If waste of gas occurs 
the lessee shall pay the lessor the full value of all 
gas wasted * * *’’, 


18 See pages 13-21 of Calco’s brief before the Secretary. The brief is 
in the record as Ex. 9 of the Stipulation filed January 4, 1961. It was 
not printed in the Joint Appendix. The pertinent excerpts are set out in 
the Appendix to this brief, infra, pp. 41-46. 
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Nothing in this language sustains the conclusion that 
the obligation to market creates a contractual obligation 
to pay royalties on the costs of marketing. Any such 
agreement, so foreign to contracts of this nature, would 
have to be spelled out in language unmistakeably clear and 
explicit. There is no such language. (See supra, pp. 26-27). 

The regulation itself refutes the interpretation that it 
requires the payment of royalty on the costs of marketing. 
If the lessee wastes gas, the regulation requires the lessee 
to pay the ‘‘full value of all gas wasted”’. Certainly the 
United States could not collect the cost of gathering, com- 
pressing and dehydrating wasted gas which was never 
gathered, compressed or dehydrated. This emphasizes 
that ‘‘full value’”’ is the full value of the gas in the con- 
dition in which it comes from the well. 

The leasts themselves, also refute the interpretation 
that the obligation to market means the lessee must pay 


royalty on the costs of marketing. The Secretary may 
demand his royalty in ‘‘amount”’, that is, in gas itself. 
(30 U.S.C. 226; United States v. Ohio Oil Co., 163 F.2d 
633, 641 (C.A. 10, 1947), certiorari denied 333 U.S. 833.) 
Section 2(d)(3) of the leases provides (JA 14): 


«©* * * When paid in amount of production, such 
royalty products shall be delivered in merchantable 
condition on the premises where produced without cost 
to the lessor * * *”’. 


If the Government took its royalty in gas and sold it to 
a gas buyer, it could not require the lessee to deliver the 
gas to the pipe line, dehydrated and compressed to meet 
the contract specifications of the buyer. The Government 
could not take 1214% of the gas produced and then re- 
quire the lessee to spend 5¢ per mef to condition the Gov- 
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ernment’s gas to meet the pipe line specifications for gas 
bringing 12¢ per mef, so that the Government could collect 
and keep 12¢ per mef. 

There is no rational basis for the Government to demand 
a greater royalty on the same gas simply because it takes 
its royalty in money rather than in kind. The gas is 
‘<merchantable”’ at the well, the same as a bushel of wheat 
or a cowhide or sheep’s wool or tobacco leaf is merchant- 
able on the farm before any work is done to fit the product 
to a particular buyer’s requirements. Gas may be worth © 
more or less at the well, depending on how much money 
must be spent on it to permit entry into the market (gas 
buyer’s pipe line). But any buyer can accept the gas, use it 
as is, or process it so that it can be adapted to pipe line 
facilities or customer requirements. The express provi- 
sion of section 2(d)(3) of the lease, quoted above, leaves 
no room for the Secretary’s view that royalties must be 
paid on marketing costs. On the contrary, it underscores 
the Department’s policy to collect royalties on the value 
of the production at the well in accordance with the estab- 
lished industry custom and usage on which the regulations 
are predicated. 

There is one argument, forming one of the main props 
of The Texas Company case, which the Secretary aban- 
doned in his opinion in this case. That argument rests 
on 30 CFR 221.51(b), which the Secretary does not men- 
tion in his opinion under review. After liquid hydro- 
carbons are extracted from ‘‘wet’’ gas, there is a residue 
of dry gas coming out of the tailgate of the extraction 
plant. It is frequently necessary to compress this residue 
dry gas, that is, to ‘‘boost”’ its pressure so that it can enter 
the gas buyer’s pipe line. The regulation (30 CFR 
221.51(b)) allows deduction of the costs of recovery of 
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liquid hydrocarbons before computing royalty on such 
liquid hydrocarbons, but specifies that no ‘‘boosting”’ 
charges on dry gas may be treated as part of the costs of 
extracting the liquid hydrocarbons. 

In The Texas Company case, the Secretary misconceived 
the regulation to mean that because gas ‘‘boosting’’ could 
not be charged against the liquid hydrocarbons, the lessee 
was obliged to pay royalties on the costs of boosting the 
residue dry gas which came out of the tail of the extraction 
plant. The Secretary posed the Socratic question of why 
a lessee should be relieved of the marketing cost of com- 
pressing oil well gas when a lessee whose production goes 
to an extraction plant is required to pay the costs of such 
compression or ‘‘boosting’’ (64 ID. 79, quoted at JA 67- 
68). The answer is that the lessee is not required to pay 
royalty on the costs of boosting the tailgate gas. The 
regulation deals only with royalty on the liquid hydro- 
carbons extracted. It has nothing to do with royalty on 
dry gas which is covered by separate regulations (30 CFR 
221.50 and 221.50(a)). From the false premise derived 
from his miscomprehension of the ‘‘boosting’’ provision, 
the Secretary, in The Texas Company case, reasoned that 
the burden of paying royalties on costs applied to all dry 
gas. In the case at bar, the Secretary apparently recog- 
nized his error since, in his opinion under review, he makes 
no reference whatsoever to the ‘‘boosting’’ regulation and 
argument on which he so heavily relied in The Texas Com- 
pany case. Nevertheless, the district court quotes this por- 
tion of The Texas Company case and apparently was in- 
fluenced by it (JA 67-68). 


D. The construction adopted by the Secretary is contrary 
to the statute, the lease provisions, and the regulations. The 
Secretary would collect royalty either on the ‘‘gross pro- 
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ceeds’? or on the costs of marketing. The same result is 
reached in both instances. Neither represents the reason- 
able or market value of the gas at the well before it is 
gathered, dehydrated and compressed. Such actions vio- 
late the statutory power (30 U.S.C. 226), as construed in 
the Kettleman Hills cases and interpreted by the Depart- 
ment, to collect royalty on the fair market value of the 
gas in the condition in which it comes from the wells (supra, 
pp. 21-23) and are not within the contractual authority to 
‘Cestablish reasonable values’’ for purposes of computing 
royalty (supra, pp. 25-27). The regulations as construed 
by the Secretary are not ‘‘reasonable’’ regulations and by 
contract only ‘‘reasonable”’ regulations were made part of 
the lease (JA 13). This may account for the Secretary’s 
failure to make any mention in his opinion of the reason- 
able value provisions of the lease (section 2(d)(2); JA 
14) or the royalty regulation (43 CFR 192.82(d)). 

Any instruction to the Government’s collector to take 
royalty on sums beyond the ‘‘reasonable value”’ of the pro- 
duction, whether by way of ‘‘gross proceeds’’ or royalty 
on marketing costs, is in violation of section 2(d) (2) of the 
lease contract, the royalty regulation (43 CFR 192.82(d)), 
the ‘‘gross proceeds”’ regulation itself, and the Secretary’s 
statutory authority to collect on the ‘‘value of the produc- 
tion’? (30 U.S.C. 226). A charge imposed on gross pro- 
ceeds for finished gas, embracing marketing costs for gath- 
ering, dehydration and compression, or a charge imposed 
on those costs per se, is not royalty on the ‘‘reasonable 
value’’ of the gas produced under the lease. Nothing in 
the leases or in any of the regulations spells out a right in 
the Secretary to compute royalty in that fashion. 


E. The Secretary’s action leads to irrational and un- 
reasonable results. If the Secretary is right, a lessee 
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obliged to build a pipe line and transport the gas fifty 
miles to the buyer’s pipe line would pay royalty on the 
same price received by a lessee whose wells were adjacent 
to the buyer’s pipe line. The more the lessee must spend 
to make gas suitable for market or to transport it to mar- 
ket, the less valuable the gas is at the well. But, accord- 
ing to the Secretary, the less valuable the gas, the more 
royalty he must pay, because royalties would be imposed 
on the greater costs. 

Admittedly, gas with high sulfur content, excess water, 
low pressures and distant from the buyer’s pipe line is 
worth less at the well than gas suitable for the pipe line 
as it comes from a well adjacent to the buyer’s pipe line. 
Yet, under the Secretary’s decision, more royalty would 
be charged against the less valuable gas because it costs 
more to process and to transport it. This case perfectly 
illustrates the absurdity of the Secretary’s action. Here 
70% of the gas comes from the wells at sufficiently high 
pressures so that it requires no compression. Excluding 
all other costs for purposes of illustration, this gas would 
bring 12¢ per mef at the well—the same as the contract 
price at the pipe line. The other 30% of the gas comes 
from the wells at low pressures. It costs Calco up to 4.5¢- 
per mef to compress this gas. Again, excluding all other 
costs for the purpose of illustration, this gas is worth 
7Y¢ at the well. But according to the Secretary and the 
court below gas worth 12¢ at the well and gas worth 7la¢ 
at the well has the same value. The Secretary and the 
trial court would require Calco to pay a royalty of l¥e¢ 
(% of 12¢) per mef in both instances. 

The gross unreasonableness of the Secretary’s action is 
further illustrated by the situation where the lessee sells 
the gas as it comes from the well for 74¢ per mef and 
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the gas buyer either compresses the gas at a cost of 444¢ 
per mef, or contracts to have the work done and pays the 
contractor 4%¢ per mef for compression. In either in- 
stance, the ‘‘gross proceeds’’ to the lessee would be 74¢ 
per mef. Thus, according to the Secretary, the value of 
the production would change depending on who pays the 
costs of compression. To charge royalty on such costs is 
grossly unfair. The trial court correctly termed it ‘‘harsh’’ 
(JA 72). It is more. It is irrational, arbitrary and un- 
lawful. Neither Congress, nor the leases, nor the regula- 
tions, vest the Secretary with a license to collect royalties 
on more than the reasonable value of the thing produced— 
the raw gas. He has no authority to impose a royalty 
charge on the costs of bringing inferior gas up to market 
standards. 


Conclusion 


The Secretary never established the reasonable value 


of the gas in suit. The billing based on the contract price 
at the pipe line is not the establishment of reasonable value. 
The contract price at the pipe line represents the value of 
the gas in the condition in which it comes from the well, 
plus the value of the enhancements resulting from gather- 
ing, compression and dehydration of the gas to meet the 
specifications for which the contract price is paid. The 
Secretary is not empowered by statute or contract to col- 
lect royalties on more than the market value or reasonable 
value of the gas in the condition in which it comes from 
the well. His action in collecting royalty on the marketing 
costs of conditioning the gas is unreasonable. It is plainly 
wrong, grossly unfair, arbitrary and unlawful and should 
be set aside. McKenna v. Seaton, 103 U.S. App. D.C. 170, 
259 F.2d 780, 784 (1958), certiorari denied 358 U.S. 835; 
Barash v. Seaton, 103 U.S. App. D.C. 159, 256 F.2d 714, 
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715 (1958) ; Seaton v. Texas Company, 102 U.S. App. D.C. 
171, 256 F.2d 718, 722-724 (1958) ; McKay v. Wahlenmaier, 
96 U.S. App. D.C. 313, 226 F.2d 35, 46 (1955) ; Chapman 
v. Santa Fe Pac. R. Co., 90 U.S. App. D.C. 34, 38; 198 F.2d 
498, 502 (1952), certiorari denied 343 U.S. 964. 

The judgment below should be reversed with instructions 
to enter judgment directing the secretary to establish the 
reasonable value of the gas in the condition in which it 
comes from the well for the purpose of computing the 
royalty to the United States. 


Respectfully submitted, 


Marvin J. Sonosky, 
1028 Connecticut Avenue, N. W., 
Washington 6, D. C., 
Attorney for Appellant. 
Of Counsel: 
Joun S. WHITE, 


1028 Connecticut Avenue, N. W., 
Washington 6, D. C. 
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APPENDIX 


Excerpt from oil and gas operating regulations effective 
November 1, 1936 (1 F.R. 1996-2003) to June 1, 1942 (7 F. 
R. 4132-4141), reported in 56 LD. 415, 426-427. 


Section 3. Measurement of Production and Compu- 
tations of royalties 


* * . * * * * 


(e) Price basis for computing royalties.—The value 
of production, for the purpose of computing royalty, 
in the discretion of the Seerctary of the department 
having jurisdiction over the leasehold, may be caleu- 
lated on the basis of the highest price per barrel, 
thousand cubic feet, or gallon, paid or offered (whether 
such price is established on the basis prescribed in 
these regulations or otherwise) at the time of produc- 
tion in a fair and open market for the major portion 
of like-quality oil, gas, natural or casing-head gaso- 
line, propane, butane, and all other hydroearbon sub- 
stances produced and sold from the field where the 
leased lands are situated; but under no conditions shall 
the value of any of said substances for the purpose of 
computing royalty be deemed to be less than the gross 
proceeds accruing to the lessee from the sale thereof 
or less than such reasonable minimum price as shall be 
determined by said Seeretary. 


30 CFR 221.35 Waste prevention; beneficial use. The 
lessee is obligated to prevent the waste of oil or gas 
and to avoid physical waste of gas the lessee shall con- 
sume it beneficially or market it or return it to the 
productive formation. If waste of gas occurs the lessee 
shall pay the lessor the full value of all gas wasted 
by blowing, release, escape, or otherwise at a price 
not less than 5 cents for each 1,000 cubic feet * * *. 


30 CFR 221.50 Royalty on gas. The royalty on gas 
shall be the percentage established by the terms of the 
lease of the value or amount of the gas produced. 


(a) Royalty accrues on dry gas, whether produced 
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as such or as residue gas after the extraction of gaso- 
line. 

(b) If the lessee derives revenue on gas from two 
or more products, a royalty normally will be collected 
on all such products. 

(c) For the purpose of computing royalty the value 
of wet gas shall be either the gross proceeds accruing 
to the lessee from the sale thereof or the aggregate 
value determined by the Secretary of all commodities, 
including residue gas obtained therefrom, whichever 
is greater.’’ 


. * ° ° * ° ° 


30 CFR 221.51 Royalty on casing-head or natural gaso- 
line, butane, propane, or other liquid hydrocarbon sub- 
stances extracted from gas. A royalty as provided in 
the lease shall be paid on the value of one-third (or the 
lessee’s portion if greater than one-third) of all casing- 
head or natural gasoline, butane, propane, or other 
liquid hydrocarbon substances extracted from the gas 


produced from the leasehold. The value of the re- 
mainder is an allowance for the cost of manufacture, 
and no royalty thereon is required. The value shall be 
so determined that the minimum royalty accruing to 
the lessor shall be the percentage established by the 
lease of the amount or value of all extracted hydro- 
carbon substances accruing to the lessee under an ar- 
rangement, by contract or otherwise, for extraction and 
sale that has been approved by the supervisor: 


* * * ° * ° - 


(b) The present policy is to allow the use of a 
reasonable amount of dry gas for operation of the 
gasoline plant, the amount allowed being determined 
or approved by the supervisor, but no allowance shall 
be made for boosting residue gas, or other expenses 
incidental to marketing. 
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Extract from brief of the California Company before the 
Secretary relating to the decision in The Texas Company, 
64 LD. 76, referred to in footnote 18, page 31, supra. 


B. The Texas Co. decision cannot be reconciled with the 
regulations, the policy of the Department, and the powers of 
the Secretary, insofar as it calls for payment of royalties 
on expenses incurred in processing the gas. As noted, the 
Geological Survey felt compelled to follow the decision in 
The Texas Co., 64 LD. 76 (1957). That case took the posi- 
tion that the lessee was under obligation to market the gas 
(30 CFR 221.35) and that this carried with it the obligation 
to pay royalties on the costs of marketing. The opinion 
also refers to the regulation providing that the value of 
production for the purpose of computing royalty was to be 
no less than the gross proceeds accruing to the lessee from 
the sale of the production (30 CFR 221.47) (64 ID. 76, 79). 
In addition, the opinion seeks to bolster its conclusion by 
interpreting 30 CFR 221.51(b) to mean that a lessee must 
bear the cost of boosting and other expenses incidental to 
marketing residual dry gas coming out of a gasoline extrac- 
tion plant. 


1. The obligation to market the gas has no application to 
the value base for computing royalties. Section 221.35 
deals with conservation, not the standard for computing 
royalties. Lessees must avoid physical waste of gas and, 
accordingly, are obliged to consume the gas beneficially, 
market it, or return it to the productive formation. Even 
without section 221.35, the lessee has an implied obligation 
to market production. Section 221.35 expresses this duty 
as a concomitant of the duty to avoid waste. But section 
221.35 has nothing whatsoever to do with the value base for 
computing royalties when the production is marketed. 

The obligation to market does not automatically carry 
with it the obligation to pay royalties on the expense of 
marketing. Nothing in section 221.35 imposes or even sug- 
gests such a duty. An agreement so foreign to ordinary 
contracts and so radical a departure from all accepted 
standards of doing business may not be implied. Explicit 
words must be found. There are no such words in the lease 
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or regulations. On the contrary, section 221.35 itself 
demonstrates that value means value at the well site and 
does not include the expense of marketing. Thus, if the 
lessee wastes gas, section 221.35 requires that he pay the 
lessor ‘‘the full value of all gas wasted.”’ In other words, 
if the gas produced under the four Romero Pass leases were 
wasted, the most the United States could demand under a 
penalty clause would be the ‘‘full value of all gas wasted”’, 
with a minimum of 5 cents per m.c.f. Certainly, the United 
States could not collect the cost of gathering, dehydrating, 
and compressing as a part of the value of wasted gas which 
was never gathered, dehydrated, or compressed. This 
regulation underscores the fact that the ‘‘full value”’ of gas, 
so far as the lessor and lessee are concerned, is the value at 
the well. ‘‘Full value’’ of production cannot be one thing 
under 221.35 if gas is wasted and another under 221.35, or 
any other regulation, if gas is sold. Full value is full value. 

It seems to us that The Texas Co. opinion had no valid 
basis for assuming that the duty to market carried with it 
the obligation to pay royalties on the cost of marketing. 
The obligation to market gas and the obligation to pay 
royalties are two separate matters. An agreement to mar- 
ket timber would not mean the landowner’s payment per 
m.b.f. would be measured by board fee of lumber rather 
than board feet in the log, simply because the operator 
agreed with a buyer to transport and cut the logs into 
lumber. We look to section 221.35 for the lessee’s duties 
with respect to conservation, but we must look elsewhere for 
the value basis for computing royalties. 

2. Regulation 221.47 does not authorize the collection 
of royalties on expenses. Regulation 30 CFR 221.47 is 
entitled ‘‘Value basis for computing royalties.’’ It vests 
the supervisor with authority to estimate the ‘‘value of 
production”’ subject to guides—e.g., (1) the highest price 
paid for ‘‘production in the same field’’, (2) the price re- 
ceived by the lessee, and (3) posted prices. The overriding 
limitation is that: ‘‘Under no circumstances shall the value 
of production of any of said substances for the purposes of 
computing royalties be deemed to be less than the gross 
proceeds accruing to the lessee from the sale thereof * * *’’ 
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(‘‘thereof’? meaning ‘‘production of amy said substances’’). 
Back of this regulation was the intent that the unit value 
of the lessor’s share of production should never be less than 
the amount the lessee received per unit for his share of the 
production. It was not designed to collect royalties on 
something other than production. 

In The Texas Co. decision, section 221.47 is paraphrased 
but it is not discussed (64 LD. at p. 79). It is doubtful 
whether the Solicitor placed much reliance upon it. Cer- 
tainly, if the Solicitor had read section 221.47 to mean 
that whatever sum of money happens to be paid to the 
lessee under a sales contract is the minimum value for 
computing royalties, there would have been no need to ex- 
tend to opinion beyond that point. 

We agree that 221.47 will not stand for such a construc- 
tion. Substantially, all production requires processing in 
some degree at some point in the marketing. In addition, 
there are transportation costs and other considerations 
outside the scope of the value of the gas, all of which 
would be reflected in the sales-contract price. If 221.47 is 
taken literally, the lessee who was obliged to transport his 
gas to market would be required to pay royalty on the 
higher sales price he received in the distant market. Thus, 
the more money spent by the lessee in processing or trans- 
porting the gas, the higher the royalty, since the contract 
price would represent the value of the gas production as 
enhanced by the lessee’s expenditures.” 

This upside-down formula means that the lower the value 
of production, the higher the royalty charge. Admittedly, 
gas with high sulfur content, excess water, variable pres- 
sures and far distant from market is worth less than gas 
in acceptable condition for a nearby market. Yet, under 
the formula applied by the Geological Survey, a higher 
royalty charge is paid on the less valuable production be- 
cause it costs more to process and to move it to market. 


8 On the other hand, if the buyer does the processing, the price paid 
the lessee would be lower but the Secretary could not complain since the 
lower price reflects the market value of the production. This points up 
the fallacy of valuing production by adding to it the value of services 
rendered extrinsic to the production. 
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To put it another way, the royalty increases if the lessee- 
seller assumes the contract burden for processing or trans- 
porting gas to meet a particular buyer’s requirements. But, 
if the gas buyer does the processing and transporting, the 
royalty charges are not affected. The illogic of charging 
royalties on expenses is apparent. And regulation 221.47 
is not susceptible of a construction reaching such a result. 
The basement value it sets is not the gross proceeds ac- 
cruing to a lessee under a sales contract; it is the gross 
proceeds ‘‘accruing to the lessee from the sale thereof’’— 
‘¢sale thereof’? meaning the sale of ‘‘production.’’ 

Here, the Company sold two things—the production con- 
templated by the regulation, and services in processing the 
gas for the gas buyer. Regulation 221.47 does not call for 
royalties on anything but production. This comports with 
the statutory power of the Secretary to collect royalties 
on the ‘‘value of the production’? (30 U.S.C. 226). It is 
consistent with the regulations. It fits with good business 
practice and makes common sense. The idea of demand- 
ing royalties on the expenses incurred by the lessee in 
handling the production is abhorrent to justice. It is such 
a departure from accepted contracts and so drastic in its 
operation that a construction compelling such consequences 
should be rejected. 

3. The lessee is not required to pay royalties on the cost 
of boosting and other expenses incidental to marketing rest- 
due gas from an extraction plant. After the liquid hydro- 
carbons are extracted from the ‘‘wet’’ gas, there is a 
residue of dry gas coming out of the tailgate of the ex- 
traction plant. As to this residue, the regulation provides 
(30 CFR 221.51(b)) that ‘‘* * * but no allowance shall be 
made for boosting residue gas, or other expenses incidental 
to marketing.’? The Texas Co. opinion asks (64 I.D. at p. 
79) why a lessee ‘‘should be relieved of this cost of market- 
ing its oil well gas when a lessee whose production goes to 
an extraction plant is required to bear the cost of boosting 
and other expenses incidental to the marketing of that 
residue.’’ 

The clear answer is that regulation 221.51(b), by its own 
terms, is limited to royalty computations on liquid hydro- 
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carbons extracted from ‘‘wet gas.’’ It means that, under 
the first paragraph of 221.51, the expense of boosting and 
marketing residue gas is not to be deducted in computing 
the cost of extracting liquid hydrocarbons, since such ex- 
pense is not a cost of extracting liquid hydrocarbons. Sec- 
tion 221.51(b) has nothing to do with royalties on ‘‘dry”’ 
gas.° Moreover, even under the erroncous interpretation 
given 221.51(b) in The Texas Co. opinion, nothing in section 
221.51(b) calls for the payment of royalties on the cost of 
boosting and other marketing expenses relating to residue 
gas. 

This misconception of the purpose and scope of 30 CFR 
221.51(b) standing alone warrants a re-examination of 
The Texas Co. case. It seems fairly apparent from the 
opinion that great reliance was placed on the supposition 
that 221.51(b) explicitly burdened the lessee with the ob- 
ligation to pay for boosting and marketing residue gas and 
to pay royalties on the costs. That false premise supplied 
the support for imposing the same burden on all dry gas. 
In fact, however, section 221.51 on its face exemplifies 
the policy of the Department in Secretary West’s words to 
collect royalties on ‘‘the value of the natural gas in the 
condition in which it comes from the well * * *’’, not on the 
costs of processing. If the other view prevailed, lessees 
would be charged royalties on the gross receipts from the 
sale of the casing-head gasoline and other liquid hydro- 
carbons, including the costs of extraction. 

Secretary West’s declaration that royalties are predi- 
cated on the value of production ‘‘in the condition in which 
it comes from the well’’ or ‘‘in the field’’° is borne out 


° This is shown by the caption of section 221.51 and its text. The 
caption reads: 
§ 221.51 Royalty on casing-head or natural gasoline, butane, propane, 
or other liquid hydrocarbon substances extracted from gas. 


“Royalty on gas” is covered in another regulation (221.50) which 
specifies that the “royalty on gas shall be the [lease] percentage * * * 
of the value or amount of the gas produced.” Section 221.50(a) makes 
plain that the “royalty accrues on dry gas, whether produced as such or 
as residue gas after the extraction of gasoline.” 


10 See the Secretary’s order of June 7, 1937, quoted supra, p. 12. 
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by the lease provisions calling for payment in kind. Section 
2(d)(3) specifies: 


* © * when paid in amount of production, such royalty 
products shall be delivered in merchantable condition 
on the premises where produced without cost to the 
lessor * * *, 


‘¢Merchantable condition on the premises’’ does not mean 
dry gas must be compressed and dehydrated in accordance 
with the current requirements of a gas buyer with whom 
the Government may have made arrangements and car- 
ried to that gas buyer’s lines all at the lessee’s expense. 
It means, at most, separation of the natural gas from the 
oil with delivery at the separators in accordance with in- 
dustry practice. At that point, the gas is merchantable. 
Any buyer can accept the gas, use it as is, or process it so 
that it ean be adapted to pipeline facilities or customer 
requirements. To the extent that the buyer does the work, 
the price he pays the lessee for the gas will be lower. On 
what rational basis may the Government demand a greater 
royalty on the same gas simply because it takes its royalty 


in money rather than in kind. This express provision in 
section 2(d)(3) of the lease leaves no room for The 
Texas Co. proposition that royalties must be paid on ex- 
penses. On the contrary, it underscores the Department’s 
policy to collect royalties on the volue of the production 
at the well site in accordance with the established industry 
custom and usage on which the regulations are predicated. 


(4450-3) 


BRIEF FOR STEWART L. UDALL, SECRETARY OF 
THE INTERIOR, APPELLEE 


United States Court of Appeals 


For rae District or CoLumsBra Crecuir 


No. 16,132 
Tue Cauirrorn1a ComPANY, APPELLANT 


v. 


Srewarr L. Upatzr, Secretary or THE INTERIOR, APPELLEE 


Appeal from a Judgment of the United States District 
Court for the District of Columbia 


RAMSEY CLARK, 

Assistant Attorney General. 
Rocer P. MARQUIS, 
THomaS L. McKEvrrt, 
HucH NUGENT, 

Attorneys, 

Department of Justice, 
Washington 25, D. C. 


United States Court of Appeals 
For the 
District of Columbia Circuit 


FILED tap 3.0 1961 
by Altura” 


| CLERK 


QUESTIONS PRESENTED 


Where the Secretary of the Interior, acting under a 
power reserved in oil and gas leases to establish the 
minimum reasonable value of production from the leases, 
has established as the minimum reasonable value the 
amount for which the lessee is selling gas from the leases, 
the questions presented are: 


1. Whether the Secretary’s determination exceeds his 
statutory, regulatory, and contractual authority. 

2. Whether such a determination can be set aside in the 
absence of any allegation of fraud or bad faith or of any 
evidence showing that it lacked a rational basis. 
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Statutes and Rules involved 
Summary of argument 
Argument 


The Secretary’s determination was within the 
authority vested in him by the Mineral Leasing 


“Production” as used in the regulations refers 
to gas ready for the market. 


The specific lease provisions authorize the Secre- 
tary to fix the sales-contract price of the gas as 
the minimum value for royalty purposes. 


II. The value of production determined by the Secretary 
is not subject to judicial review in the absence of 
fraud or imposition 
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OPINION BELOW 


The opinion of the district court (Jt. App. 58) is re- 
ported in 187 F.Supp. 445. 


JURISDICTION 


On April 6, 1959, appellant filed a complaint in the 
District Court for the District of Columbia seeking to 
have that court declare that the Secretary of the Interior 
is without authority to collect royalties on the costs and 
expenses of gathering, compressing, and dehydrating the 
gas produced under oil and gas leases held under Section 
17 of the Mineral Leasing Act of 1920, 41 Stat. 437, 443, 
as amended, 30 U.S.C. sec. 226 (Jt. App. 3-6). Jurisdic- 


(1) 


2 


tion of the district court was invoked under Title 11, 
Section 306, of the District of Columbia Code, the general 
jurisdictional statute for that court. The district court 
entered final judgment in favor of the Secretary and 
against the plaintiff and dismissed the complaint on 
October 24, 1960 (Jt. App. 80). Notice of appeal was 
filed on November 30, 1960 (Jt. App. 80). The jurisdic- 
tion of this Court is invoked under 28 U.S.C. see. 1291. 


STATEMENT 


The California Company (Caleo), appellant, holds the 
entire working interest in four oil and gas leases on 
federal lands in Plaquemines Parish, Louisiana. The 
Department of the Interior issued these four leases to 
two individuals on March 1, 1949, under the provisions of 
Section 3 of the Mineral Leasing Act for Acquired Lands, 
61 Stat. 913, 914, 30 U.S.C. sec. 352, which adopts some of 
the provisions of the Mineral Leasing Act of 1920, 41 
Stat. 437, 443, as amended, 30 U.S.C. sec. 226,1 and ap- 
proved agreements committing the operation of the leases 
to the California Company on April 19, 1949. The leased 
lands lie in the Romere Pass field, a gas-producing area 
committed to the Romere Pass Unit Agreement, which was 
approved by the Director of the Geological Survey on 
November 11, 1949. Under this agreement, the California 
Company operates all of the oil and gas leases in the area 
as a unit. A discovery well was completed on January 
9, 1950, and since that time more than 100 productive 
wells have been drilled within the unit area. These wells 
produce oil, gas associated with oil, gas distillate, and 
dry gas. (Jt. App. 74-76, Fags. I, IV-VI.) 

Under the operating agreement with the lessees, the 
California Company assumed the obligation to pay all 
royalties due the United States under the lease, the perti- 
nent provisions of which are set out in full in the Joint 


1 For purposes of this case the difference between leases issued 
under the 1920 Act and the Acquired Lands Act (see Seaton v. 
Texas Company, 103 U.S. App. D.C. 163, 256 F.2d 718 (1958)) is 
not important. 
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Appendix at pages 13 to 16. Briefly, the lease provides 
that it is entered into subject to the terms of the Acquired 
Lands Act, which in turn refers to the Mineral Leasing 
Act, and “to all reasonable regulations thereunder * * *.” 
The statutory and regulatory provisions pertinent to this 
case are set out infra, pp. 10-11. Section 2(d)(2) of the 
lease provides as follows: 


It is expressly agreed that the Secretary of the 
Interior may establish reasonable minimum values 
for purposes of computing royalty on any or all oil, 
gas, natural gasoline, and other products obtained 
from gas; due consideration being given to the high- 
est price paid for a part or for a majority of produc- 
tion of like quality in the same field, to the price 
received by the lessee, to posted prices and to other 
relevant matters and, whenever appropriate, after 
notice and opportunity to be heard. 


Section 2(d)(3) provides that when royalties are paid 
“in amount of production, such royalty products shall 
be delivered in merchantable condition on the premises 
where produced without cost to lessor * * *.” Section 
2(d)(4) allows the Seerctary to reduce royalties if “the 
lease cannot be successfully operated upon the royalties 
fixed herein * * *.” In Section 2(e) of the lease, the 
lessee agrees not to sell or dispose of the products of the 
lease except in accordance with a contract first approved 
by the Director of the Geological Survey or his represent- 
ative. Finally, the royalty provision pertinent to this 
case reads as follows: 


Royalty on production—To pay the lessor 12% 
percent royalty on the production removed or sold 
from the leased lands. 


* * * * * 


In determining the amount or value of gas and 
liquid products produced, the amount or value shall 
be net after an allowance for the cost of manufacture. 
The allowance for cost of manufacture may exceed 
two-thirds of the amount or value of any product only 
on approval by the Secretary of the Interior. 
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On July 31, 1951, the California Company entered into 
a 25-year contract with the Southern Natural Gas Com- 
pany for the sale of gas produced from the Romere Pass 
unit and other fields in southern Louisiana. Under this 
contract, the relevant parts of which are set out in full 
in the Joint Appendix at pages 48 to 57, Calco agreed to 
construct the facilities necessary to gather the gas and to 
deliver it to delivery points designated in the contract 
(Art. 3, Jt. App. 48). After reciting that “gas delivered 
hereunder as produced in its natural state from wells, but 
after passing through the drips or separators installed 
by Seller” can be expected to contain more than 0.007 
pounds of water per thousand cubic feet (mcf) and a 
greater quantity of “those liquefiable hydrocarbons com- 
monly referred to as natural gasoline” than is suitable 
for transmission through Southern’s pipeline, and further 
that extraction of such hydrocarbons may later prove 
profitable to Calco, the contract continues (Art. 4, Jt. 
App. 49): 


Seller is obligated to deliver hereunder gas pro- 
duced in its natural state from wells, but it is con- 
templated that the gas shall be suitable (as to its 
water content and liquefiable hydrocarbon content) 
for pipe line transmission, and the prices specified in 
‘Article § hereof have been fixed on the basis that 
the gas would not contain in excess of 0.007 pounds 
of water per Mef, nor in excess of 0.2 gallons of 
liquefiable hydrocarbons per Mef ° eas 


Recognizing that the dehydration and processing of gas 
could be most economically and efficiently handled at a 
single point on Southern’s system, the parties agreed that 
Southern would install and operate the necessary facilities 
and that Caleo would pay Southern for any excess in cost 
over the amount Southern could obtain by selling the 
liquid hydrocarbons it extracted. But Calco retained the 
right to remove the hydrocarbons itself at any time it 
deemed it profitable to do so. At a later point in the 
contract, Calco agreed to deliver the gas “at the varying 
pressure at which Buyer elects to operate its pipe line 
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at the point of delivery, Buyer agreeing that such pres- 
sure will not be in excess of 800 psi.” Calco undertook to 
supply the facilities necessary for the compression of the 
gas (Art. 7, Jt. App. 53). 

The initial price established by the contract was 12¢ 
per mef. Thereafter, the contract price was to escalate 
1¢ each five years until a price of 16¢ per mef. of gas was 
reached. But “if the going price of gas in the purchase 
area is higher than the price specified in Section 1 above, 
then at the commencement of any of the periods specified 
* © * the price payable for gas delivered hereunder dur- 
ing such period shall * * * be adjusted to such going 
price.” (Art. 8, Jt. App. 53-54.) The parties later 
agreed that the first contract year would begin on April 1, 
1954 (Jt. App. 21). Thus the first five-year period ended 
on March 31, 1959.? 

Delivery of gas under the contract actually began about 
December 1, 1953, after Southern completed construction 
of a pipeline into the area (Jt. App. 34, 77). The opera- 
tion of the Romere Pass Unit between the time the gas 
comes out of the ground and the time it enters Southern’s 
pipeline can be summarized as follows: Gas is first moved 
from the wellhead to one of three tank battery stations, 
where it is run through separators to remove any oil it 
may contain. Gas from tank batteries No. 2 and No. 3 is 
then moved to tank battery No. 1, and all gas with pres- 
sure of less than 1,000 pounds per square inch is com- 
pressed to that pressure, being passed through a maximum 
of three stages depending on its pressure after passing 
through the separator. Only 30% of the Romere Pass 
gas requires compression, the remaining 70% of the gas 
being produced at a pressure sufficiently high to require 


2 Department of the Interior records indicate that on April 1, 
1959, the beginning of the second five-year period, the price in- 
creased from 12¢ to 21.5¢, apparently in keeping with the “going 
price” provisions of the contract, or perhaps under the “most fa- 
vored nation” clause (Sec. 3, Jt.App. 55). Cf. Texas Gas Corp. v. 
Shell Oil Co., 363 U.S. 263 (1960); F.P.C. v. Transcontinental Gas 
Corp., 365 U.S. 1, 23-30 (1961). The Federal Power Commission 
has not yet approved this increase. 
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no further compression. Then all of the gas is passed 
through dehydration to remove excess water. <A portion 
of the gas, ie. wet gas containing liquid hydrocarbons, 
is passed through a refrigeration plant to remove these 
liquid hydrocarbons. The gas then enters Southern’s 
pipe line near tank battery No. 1. 

When Calco began to deliver gas to the Southern pipe 
line in December of 1953, the Oil and Gas Supervisor for 
the Gulf Coast Region of the Geological Survey started 
sending monthly statements of royalties due in which 
the value of the gas for royalty purposes was declared 
to be 12¢ per mef. (Jt. App. 18-19, 77.) In making royal- 
ty payments, Calco has been making certain deductions for 
the costs of gathering, compressing, and dehydrating the 
gas, and it is these deductions which are the subject mat- 
ter of this suit. They can be broken down as follows 
(see Jt. App. 35): 

Gathering .. .38¢ per mef. 
Compression at 1.5¢ per stage. .. 45 per mef. 
Dehydration ... ... .25 per mef. 
5.05¢ per mcf. 
After these deductions, Caleo was computing royalties on 
a basis of 6.95¢ per mef2 (Jt. App. 24, 35, 78). 

Although the Supervisor never approved these deduc- 
tions, Caleo continued to make them. The fact that the 
deductions were not being allowed was brought to Calco’s 
attention by the monthly statements, by letters in Febru- 
ary of 1955 and December of 1956, and in a number of 
conferences. Finally, on May 21, 1957, the Supervisor 


3Three things are to be noted about these deductions. First, 
the deduction for gathering covers only the costs of moving the 
gas from the tank batteries No. 2 and No. 3 to tank battery No. 1; 
it does not include the expense of moving the gas from the wells 
to the tank batteries to begin with (Jt. App. 29, 35). Second, as 
noted earlier, only 30% of the gas requires compression, and not 
all of it goes through all three stages. Third, no deduction is made 
for the extraction of liquid hydrocarbons from that portion of 
wet gas passed through the refrigeration plant (Jt. App. 24). As 
noted in appellant’s brief (p. 3, fn. 1), the royalty value of liquid 
hydrocarbons is not involved here because the Secretary allows the 
costs of their extraction to be deducted. 
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sent Caleo a letter demanding payment of the unpaid 
royalties within 30 days. The letter explained that action 
to compel payment had not been taken earlier because it 
had been understood that Caleo was reviewing the matter 
to determine whether to appeal or to pay the unauthorized 
deductions. The letter continued (Jt. App. 19): 


Furthermore, an appeal of The Texas Company of a 
disallowance of deductions under conditions very 
closely paralleling those of this case was pending 
and it was thought that results of the appeal would 
influence your decision. The decision dated April 1, 
1957, of The Texas Company’s appeal held no part 
of the cost of conditioning gas produced on a Federal 
lease to make such gas marketable could be charged 
to the lessor. 
The letter then concluded by stating that the withholding 
of the royalty payments “constitutes non-compliance with 
the oil and gas operating regulations and a penalty for 
such non-compliance is provided in 30 C.F.R. 221.53,” that 
the authority stated in 30 C.F.R. 221.53 would be exercised 
if the delinquent payments were not made within 30 days, 
and that an appeal was available from the letter’s order 
under 30 C.F.R. 221.66. 

Calco appealed the Supervisor’s order to the Director 
of the Geological Survey, arguing that the value of the 
gas for royalty purposes should be the net return to Calco 
after the deductions for gathering, compression, and de- 
hydration (Jt. App. 20-32). On September 27, 1957, the 
Acting Director affirmed the Supervisor’s action (Jt. App. 
33-38), pointing out the similarity between this case and 
The Texas Company case, 64 I.D. 76. That case had 
held that it was the lessee’s obligation to ready the gas 
for the market and that the lessor could not be expected to 
bear any of the cost of meeting this obligation. The 
Acting Director held the same to be true in this case (Jt. 
App. 37): 


Each of the deductions charged by The California 
Company for the purpose of computing royalty is for 
operations performed to place the gas produced, or a 
portion of such gas, in such condition as to enter the 
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market, i.e., in such condition as to fulfill the require- 
ments of the gas sales contract and thus be taken 
into the gas pipeline system of Southern Natural. 
Consistent with the opinion of the Acting Solicitor 
quoted in part above (64 I.D. 76) such deductions 
one be allowed for the purpose of computing royal- 
ies. 

Caleo appealed this decision to the Secretary of the 
Interior, who affirmed it on February 20, 1959 (Jt. App. 
39-42). The Secretary referred to the lease provision that 
“the amount or value shall be net after an allowance for 
the cost of manufacture,” but then he emphasized, as had 
the Assistant Director, that 30 C.F.R. 221.47 provides 
that the value for computing royalties cannot be deemed 
“Jess than the gross proceeds accruing to the lessee * ° ras 
He went on to point out that Caleo had made no conten- 
tion that “any of the gas is ‘manufactured’ as that term 
is used in the regulations.” Then he too concluded that 
the deductions claimed were for “the cost of placing the 
production in a marketable condition for sale in the 
field * * *” and held that such deductions were improper. 

After the Secretary’s decision, Caleo brought the pres- 
ent suit in April, 1959, asking that the court declare that 
the Secretary is “without authority to collect royalties 
on the costs and expenses of gathering, compressing, and 
dehydrating the gas produced under the four leases in 
the suit” (Jt. App. 3-6). By this time, the amount of 
royalties in dispute exceeded $50,000. In May of 1959, 
Caleo paid the past royalties under protest, and since 
that time it has paid royalties in the amount demanded 
by the Department of the Interior, which has kept all the 
royalties in controversy in a suspense account pending 
the outcome of this litigation (Jt. App. 12, 79). After 
trial the district court filed a comprehensive opinion say- 
ing that the Secretary’s action must stand (1) if it is 
within the standards of the Mineral Leasing Act, (2) if 
it is in accordance with the Secretary’s own regulations, 
(3) if it is within the powers reserved by the Secretary 
in the lease, and (4) if it has a reasonable and rational 
basis (Jt. App. 60-61). The court first held that the 
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Secretary’s computation of the “value of production” as 
12¢ per mef. was within discretion vested in him by 
Section 17 of the Mineral Leasing Act, 30 U.S.C. sec. 226, 
to determine what “value of production” is (Jt. App. 61- 
63). Then the court reviewed the applicable operating 
and royalty regulations, 30 C.F.R. 221.47, 30 C.F.R. 221.50, 
and 43 C.F.R. 192.82, and found that the Secretary had 
acted within the guidelines of his regulatory authority 
(Jt. App. 63-65). Turning to the lease itself, the court 
noted that the Secretary had reserved the right to “estab- 
lish reasonable minimum values for purposes of comput- 
ing royalty * * *,” and then quoted at length the passages 
from Interior’s decisions in The Texas Company case and 
this case showing that under such leases the costs of 
preparing gas for the market are not to be excluded from 
this minimum value (Jt. App. 65-70). Finally, consider- 
ing whether the Secretary’s action had had a rational 
basis, the court stated (Jt. App. 71): 


However, it cannot be said that he is clearly wrong 
in establishing a price, as the value of production, 
which is the same price as the contract price. For, 
the value, or the market price, of the gas, or produc- 
tion, is clearly evident in the condition at which it is 
sold or marketed and therefore, the Secretary’s deter- 
mination may be said to have a rational basis. 
The court rejected Calco’s argument that no determina- 
tion of the reasonable value of the gas had ever been made 
by the Secretary by pointing out that there had been con- 
ferences and correspondence between Calco and the Super- 
visor beginning in 1953, that the Supervisor had written 
to his superiors in 1957 explaining his decision, that the 
Acting Director and the Secretary had given reasons for 
their decisions, and that there had been regular billing 
of Caleo on the 12¢ basis (Jt. App. 71-72). 

On October 24, 1960, the court filed findings of fact (Jt. 
App. 74-79) and conelusions of law (Jt. App. 79), and 
entered judgment dismissing the complaint (Jt. App. 80). 
It is from that judgment that this appeal is taken. 
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STATUTES AND RULES INVOLVED 


Section 17 of the Mineral Leasing Act of February 25, 
1920, 41 Stat. 437, 443, as amended, 30 U.S.C. sec. 226, 
provides in pertinent part as follows: 


All lands subject to disposition under this Act which 
are known or believed to contain oil or gas deposits 
may be leased by the Secretary of the Interior. * * * 
When the lands to be leased are not within any known 
geological structure of a producing oil or gas field, 
the person first making application for the lease who 
is qualified to hold a lease under this Act shall be 
entitled to a lease of such lands without competitive 
bidding. Such leases shall be conditioned upon the 
payment by the lessee of @ royalty of 12 1/2 per 
centum in amount or value of the production removed 
or sold from the leasc. Leases issued under this sec- 
tion shall be for a primary term of five years and 
shall continue so long thereafter as oil or gas is pro- 
duced in paying quantities. [Emphasis supplied. ] 


Section 82 of the Bureau of Land Management’s regu- 


lations governing Oil and Gas Leases, 43 C.F.R. 192.82, 
reads in pertinent part as follows: 


§ 192.82 Royalty on production. (a) On and after 
August 8, 1946, the following royalty rates shall be 
paid on the production removed or sold from leases: 


(1) 12% percent royalty on noncompetitive leases 
issued under section 17 of the act * * ° 


(d) The Secretary of the Interior may establish 
reasonable values for purposes of computing royalty 
on any or all oil, gas, natural gasoline, and other 
liquid products obtained from gas, due consideration 
being given to the highest price paid for a part or 
for a majority of production of like quality in the 
same field, to the price received by the lessee, to 
posted prices and to other relevant matters. In ap- 
propriate cases this will be done after notice to the 
parties and opportunity to be heard. 


Section 47 of the Oil and Gas Operating Regulations 
of the Geological Survey, 30 C.F.R. 221.47, reads as 
follows: 
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§ 221.47 Value basis for computing royalties. The 
value of production, for the purpose of computing 
royalty shall be the estimated reasonable value of 
the product as determined by the supervisor, due 
consideration being given to the highest price paid 
for a part or for a majority of production of like 
quality in the same field, to the price received by 
the lessee, to posted prices and to other relevant 
matters. Under no circumstances shall the value of 
production of any of said substances for the purposes 
of computing royalty be deemed to be less than the 
gross proceeds accruing to the lessee from the sale 
thereof or less than the value computed on such 
reasonable unit value as shall have been determined 
by the Secretary. In the absence of good reason to 
the contrary, value computed on the basis of the 
highest price per barrel, thousand cubic feet, or gal- 
lon paid or offered at the time of production in a 
fair and open market for the major portion of like- 
quality oil, gas, or other products produced and sold 
from the field or area where the leased lands are 
situated will be considered to be a reasonable value. 


SUMMARY OF ARGUMENT 
I 


Appellant argues that equating the price for which it 
is selling gas with the reasonable minimum value of that 
gas is “plainly wrong, grossly unfair, arbitrary and un- 
lawful” because that price includes certain costs which 
make it greater than value at the wellhead. Appellant 
makes no attempt to show that the price is not in fact 
equal to the reasonable market value of the gas or to 
bring the costs it claims in a category on which deductions 
are allowed, such as manufacturing costs. But the deter- 
mination made by the Secretary was strictly in accordance 
with the terms of the lease, and, having had a rational 
basis, is not subject to judicial revision. Insofar as ap- 
pellant’s charges of arbitrary or unlawful action repre- 
sent an attempt to set aside departmental regulations, 
they are irrelevant because the benefits of very great oil 
production from these lands as a result of these leases in- 
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corporating the regulations are daily being enjoyed by 
appellant. 

A. Because the Mineral Leasing Act states that royal- 
ties are to be charged on “production removed or sold” 
from the lease, it is the Secretary’s clear duty to consider 
for what price the production was sold. Furthermore, 
the Secretary has the power under the Mineral Leasing 
Act to give an exact definition to the statutory term “pro- 
duction,” and this power he has exercised by his adminis- 
trative regulations. 

B. “Production” as used in the regulations refers to 
gas which is ready for the market, gas which has gone 
through the processes the cost of which appellant seeks 
to deduct. The regulation governing royalty clauses in 
leases directs the Secretary to consider various prices, 
including “the price received by the lessee.” “Price” 
plainly refers to the amount for which gas is selling, and 
this amount embraces both the producer’s costs of pro- 
duction and profits. The Oil and Gas Operating Regu- 
lations provide that “Under no circumstances shall the 
value of production * * * be deemed to be less than the 
gross proceeds accruing to lessee * * °,” which removes 
any doubt as to whether “price” was intended to include 
costs as well as profits. 

Where the Secretary has specifically allowed the deduc- 
tion of manufacturing costs, he has been careful to dis- 
tinguish between them and marketing costs, and it is 
the latter which appellant is claiming. It is important 
to note that the authorities relied on by appellant to 
show that value is to be the value of gas as it comes from 
the well are mostly concerned with manufacturing costs, 
with the distinction between gas which is manufactured 
into something else and gas which is not, and so are not 
really relevant to this case where there is no such prob- 
lem involved. And if appellant were to be consistent 
about its price-at-the-well argument, it would be claiming 
all costs from the time gas leaves the wellhead, not just 
some. No reason other than appellant’s magnanimity 
appears for its claiming some costs and not claiming 
others. 
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C. The specific lease provisions empower the Secretary 
to fix the sales-contract price of the gas as its minimum 
value for royalty purposes. The plain answer to appel- 
lant’s argument that the Secretary has not exercised this 
power is that he never could have sent appellant a bill 
if he had not done so. Appellant’s argument is really an 
attempt to divert attention from appellant’s failure to 
offer any proof at all on this factual issue of the case, 
the reasonableness of the Seeretary’s determination. Ap- 
pellant is attempting to shift to the Secretary the burden 
of proving market value without offering any evidence of 
value itself, and such a shift would render meaningless 
the Secretary’s reservation of power to establish reason- 
able minimum value. 

Finally, the only reference in the lease to “net value” 
by its very terms applies only to value “after an allow- 
ance for the cost of manufacture” and so has no relevance 
to the costs appellant is claiming. 


I 


Where parties agree that royalties are to be paid on a 
basis established by one of them, in this case the Secretary 
acting on behalf of the property owner, the royalty basis 
established is conclusive in the absence of fraud, bad faith, 
or lack of any rational basis. Here there is no allegation 
of bad faith. The price for which something is selling 
is obviously a rational basis for determining its value for 
the purpose of ascertaining the lessor’s share of that price, 
and appellant has produced no evidence to indicate that 
the price in this case is not the value of the gas. When 
the Secretary has acted in exact conformance with the 
regulations incorporated into the lease, there is simply no 
possibility of arguing that his action is arbitrary and 
capricious. 
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ARGUMENT 
I 


The Secretary’s Determination of the Minimum 

Value of Production As Equal To the Sales Con- 

tract Price Is Within His Statutory, Regulatory and 
Contractual Authority 


In determining the minimum value of gas being sold 
from the leases involved in this case, the Secretary of 
the Interior has looked to the price for which it is being 
sold. But appellant argues that equating the price it 
receives for the gas with the value of the gas is “plainly 
wrong, grossly unfair, arbitrary and unlawful” (Br. 37). 
The gist of appellant’s argument is not that the gas is 
not worth that price, but that the price includes the costs 
of gathering, compressing, and dehydrating the gas to 
meet the terms of the contract under which the price is 
paid, and that therefore the price is not representative 
of “the market value of the gas at the wells,” which ap- 
pellant contends is the value upon which royalties should 
be computed (Br. 12). In support of this “general rule,” 
appellant cites three cases, Sartor v. Arkansas Gas Corp., 
321 U.S. 620, 622-623 (1944); Arkansas Natural Gas Co. 
v. Sartor, 78 F.2d 924, 927 (C.A. 5, 1935), cert. den. 296 
U.S. 656; Lafitte Company v. United Fuel Gas Company, 
177 F.Supp. 52, 60-61 (E.D. Ky., 1959), none of which 
throws much light on the problem of this case because 
none discusses the issue whether the charges claimed by 
appellant are or are not part of “the market value of 
the gas at the wells.” Furthermore, these cases deal 
with private leases controlled by state law, not federal 
leases controlled by federal law,‘ so their relevance is in 


«Federal law controls where the United States is the lessee of 
private land. Girard Trust Co. v. United States, 149 F.2d 872, 
874 (C.A. 3, 1945). A fortiori it controls where Congress, exer- 
cising its plenary control over the public lands, cf. United States 
v. San Francisco, 310 U.S. 16, 29-30 (1940), has authorized the 
leasing of the public lands. Cf. United States v. Allegheny County, 
$22 U.S. 174, 182 (1944). 
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even greater doubt. At best, these cases would support 
deductions for two kinds of costs which appellant is not 
claiming, manufacturing costs and long-distance trans- 
portation costs. 

Whatever the “general rule” may be under Louisiana 
or Kentucky law, we are here concerned with the pro- 
priety of action taken by the Secretary of the Interior 
under leases incorporating federal statutes and regula- 
tions. We will show that the determination of value 
made by the Secretary was strictly in accordance with 
the terms of the contract between the parties and the 
terms of the applicable statutory and regulatory provi- 
sions, and that having had a rational basis, this deter- 
mination is not subject to judicial revision. It is ap- 
appropriate to point out at the outset that no question of 
the validity of the regulations or lease provisions has been 
or could be raised by the appellant. The lands involved 
are federal lands leased by the Secretary of the Interior, 
“the guardian of the people of the United States over 
the public lands,”* pursuant to Congress’s plan for the 
development of these lands. No one seeking benefits un- 
der the leasing program developed pursuant to the con- 
gressional directive is in a position to challenge the 
validity of that program’s regulations after having free- 
ly agreed to be bound by them. 

A. The Secretary's determination was within the au- 
thority vested in him by the Mineral Leasing Act.—The 
ultimate authority for the Secretary’s actions in this case 
is the Mineral Leasing Act of 1920, 41 Stat. 437, as 
amended, 30 U.S.C. sec. 181 et seg. Section 17 of the 
Act, 41 Stat. 443, as amended, 30 U.S.C. sec. 226, gives 
the Secretary discretion ® to lease certain lands for min- 
eral exploration and development, and it is this section 
under which the leases in this case were issued. The 
royalty provision governing this type of lease reads: 
“Such leases shall be conditioned upon the payment by the 


5 Knight v. U.S. Land Association, 142 U.S. 161, 181 (1891). 
6 Haley v. Seaton, U.S.App.D.C. , 281 F.2d 620 (1960). 
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lessee of a royalty of 12% per centum in amount or 
value of the production removed or sold from the lease.” 
First of all, the presence of the words “removed or sold” 
in the statutory provision demonstrates the relevance of 
the sales price in determining the value of the production, 
for the production must be “removed or sold” before any 
royalty question arises. 

But the important words as far as this case is con- 
cerned are “value of the production,” for it is the mini- 
mum “value of the production” which the Secretary has 
determined. The trial court employed general definitions 
of both “value” and “production” in its discussion of their 
meaning in the statute (Jt. App. 61-62), a fact which 
seems to have greatly disturbed appellant (Br. 20, 24). 
We submit that, despite appellant’s arguments to the 
contrary (Br. 19-21), the parties are really in agreement 
on the definition of the word “value” as “fair market 
value” and that the crux of this case is the definition of 
the word “production” as it appears in the Mineral Leas- 
ing Act, the regulations, and the lease. We further sub- 
mit that the Act vested in the Secretary the discretion to 
define the exact meaning of the word “production,” United 
States v. Wilbur, 283 U.S. 414, 419 (1931), ef. Riverside 
Oil Co. v. Hitchcock, 190 U.S. 316, 325 (1903), Hall v. 
Payne, 254 U.S. 348, 347-348 (1920), and that in his regu- 
lations implementing the Act, to which we turn next, the 
Secretary has made clear that “production” refers to gas 
which has gone through the processes the cost of which 
appellant seeks to deduct. 

B. “Production” as used in the regulations refers to 
gas ready for the market.—The basic disagreement be- 
tween the parties in this case is as to when gas becomes 
“production” which has been “removed or sold.” The 
regulations by which the Secretary exercises his authority 
under the Mineral Leasing Act make it clear that “pro- 
duction” refers to gas which is ready for the market. 

The basic regulation governing royalty clauses in leases, 
43 C.F.R. 192.82, supra, p. 10, says that in establishing, 
“reasonable values for purposes of computing royalty,” 
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the Secretary is to give “due consideration * * * to the 
highest price paid for a part or for a majority of pro- 
duction of like quality in the same field, to the price re- 
eeived by the lessee, to posted prices and to other rele- 
vant matters” (emphasis added). “Price” refers to what 
is actually being received by the various producers, and 
it embraces both their costs of production and their prof- 
its. The regulation refers only to this figure at which 
the gas changes hands, not to any of the constituent ele- 
ments of this figure such as the cost of extraction from 
the ground, the cost of preparing the gas to sell at this 
figure and the cost of accomplishing the sale. 

Exactly the same language appears at the beginning of 
Section 47 of the Oil and Gas Operating Regulations, 30 
C.F.R. 221.47, supra, p. 11, which then goes on to elabo- 
rate on the standards for determining value of production: 


Under no circumstances shall the value of produc- 
tion of any of said substances for the purposes of 
computing royalty be deemed to be less than the 
gross proceeds accruing to the lessee from the sale 


thereof or less than the value computed on such 
reasonable unit value as shall have been determined 
by the Secretary. In the absence of good reason to 
the contrary, value computed on the basis of the 
highest price per barrel, thousand cubic feet, or gal- 
lon paid or offered at the time of production in a 
fair and open market for the major portion of like- 
quality oil, gas, or other products produced and sold 
from the field or area where the leased lands are 
situated will be considered to he a reasonable value. 
[Emphasis added.] 
Any doubt as to whether “price” was intended to include 
costs as well as profits is dispelled by the explicit com- 
mand that the value cannot be “less than the gross pro- 
ceeds accruing to the lessee.” Indeed, it becomes clear 
from this regulation that the Secretary has in this case 
placed on appellant’s production the lowest value he could 
in keeping with his regulations. Moreover, the last sen- 
tence of the regulation allows the Secretary to use the 
highest market price in the area as a basis for computing 
value, and nothing is said about deducting from this high- 
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est market price any costs of getting the gas ready for 
market. The regulation may not, as appellant would 
have it, be read to ignore the actual market that exists. 
When other products are manufactured from natural 
gas, the costs of such manufacturing are allowed as a 
deduction from the royalty value of the manufactured 
product. 30 C.F.R. 221.51 reads in part as follows:* 


A royalty as provided in the lease shall be paid 
on the value of one-third (or the lessee’s portion if 
greater than one-third) of all casinghead or natural 
gasoline, butane, propane, or other liquid hydrocarbon 
substances extracted from the gas produced from the 
leasehold. The value of the remainder is an allow- 
ance for the cost of manufacture, and no royalty 
thereon is required. 

Thus, we see that where the Secretary has determined 
to make an allowance for certain costs he has specifically 
done so. The deductions claimed in this case are not for 
manufacturing costs but for marketing costs, and it must 
be noted that in this section which makes an allowance for 
manufacturing costs, the costs of marketing the residue 
gas are not allowed. 


(b) The present policy is to allow the use of a 
reasonable amount of dry gas for operation of the 
gasoline plant, the amount allowed being determined 
or approved by the supervisor, but no allowance shall 
be made for boosting residue gas, or other expenses 
incidental to marketing. [Emphasis supplied.] 

It was in connection with the proper determination of 
manufacturing costs that Acting Secretary West wrote 
his instructions on the Interpretation of Oil and Gas 
Regulations, 56 I.D. 462 (1937), from which appellant 
claims the Secretary has now departed (Br. 21-24). When 
the Acting Secretary there spoke of “the value of the 
natural gas in the condition in which it comes from the 
well,” he was distinguishing that value from the separate 
“values of the constituent elements.” In fact, the whole 


730 C.F.R. 221.51 is set out in full in an appendix to appellant’s 
brief, p. 40. 
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discussion is concerned with this contrast between gas 
which is manufactured into other products and gas which 
is not, not with any contrast between various actions 
incidental to delivery of gas to the market. The same 
is true of the other authorities cited by appellant for the 
proposition that royalty is to be computed on the market 
value of the gas at the wells (Br. 12-13, 21). They too 
were concerned with problems different than that before 
this Court. It would seem that if appellant wanted to 
be consistent about this price-at-the-well argument, it 
would have claimed deductions for all rather than just 
some gathering costs and for the separation (as distin- 
guished from dehydration) costs. No logical reason ap- 
pears why these costs should be distinguished from other 
costs after the gas leaves the wellhead. 

C. The specific lease provisions authorize the Secretary 
to fiz the sales-contract price of the gas as the minimum 
value for royalty purposes.—Besides the regulatory pro- 
visions incorporated into the leases by reference and to 
which appellant agreed in seeking these governmental 
leases, the leases explicitly provide that the Secretary 
“may establish reasonable minimum values for purposes 
of computing royalty” (Jt. App. 14). There is no question 
about the right of the Secretary to reserve such a power. 
Continental Oil Co. v. United States, 184 F.2d 802, 821 
(C.A. 9, 1950); United States v. Ohio Oil Co., 163 F.2d 
633, 640 (C.A. 10, 1947), cert. den. 333 U.S. 833. The 
factors to be considered by the Secretary in making his 
determination are the same as set out in 43 C.F.R. 192.82 
and 30 C.F.R. 221.47, supra, pp. 10-11, 16-18, and need 
not be discussed again here. 

Appellant argues that the Secretary has never exercised 
his contractual power to establish the reasonable minimum 
value for royalty purposes (Br. 14-18). As we understand 
the argument, it is not so much that 12¢ is not a reason- 
able value for royalty purposes (except insofar as it in- 
cludes the deductions appellant has claimed) as it is that 
the Secretary has never determined it to be the reason- 
able value. The simple answer to this is that no bills 
could even have been sent to appellant if such a deter- 
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mination had not been made. Furthermore, appellant’s 
attack on this alleged failure to establish reasonable value 
is nothing but a smoke screen to conceal appellant’s fail- 
ure as plaintiff to sustain the burden of proving its case. 
Appellant has completely failed to show that the value 
established by the Secretary is not a reasonable value. 
While insisting that royalties must be based on “the fair 
market value of the gas at the wells,” appellant has not 
offered a shred of evidence to show that the minimum 
value as established by the Secretary is unreasonable. 
In short, appellant has offered no proof whatsoever on 
the reasonableness of the Secretary’s determination. The 
reason for appellant’s failure to undertake such a burden 
seems obvious from the fact that at the end of the first 
five-year period the sales price was readjusted from 12¢ 
to the “going price” of 211/4¢, an increase of almost double, 
which indicates that at least for much of the period the 
12¢ was unreasonably low. 

Allowing appellant to shift the burden of proof simply 
by allegations of unreasonableness unsupported by evi- 
dence would destroy one of the basic advantages to the 
lessor of reserving the right to fix minimum value, that 
of avoiding litigation to determine market value. Where 
the lessor has to bring suit to establish value, he is faced 
with the formidable burden of proving it even though the 
lessee has possession of all the relevant evidence. Phillips 
Petroleum Co. v. Bynum, 155 F.2d 196 (C.A. 5, 1946). 
The sad history of the Sartors’ efforts to collect royalties 
based on market value is enough to prompt any lessor 
to protect his interests by reserving the power to estab- 
lish minimum values. Here the Secretary has reserved 
such a power, but appellant seeks to nullify it and throw 
the burden of proof of market value back on the Secre- 


8 The Sartor litigation extended over a period exceeding eleven 


f nine reported appellate decisions. In 


vy. Arkansas Gas Corp., 

cision itself, there were al: 

287, 168 So. 103 (1935), and Arkansas Natural Gas Corp. v. Sar- 
tor, 152 F.2d 758 (C.A. 5, 1946). 
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tary. Such a result is plainly inconsistent with the 
reservation of the power to begin with. 

It may be noted that although the lease provides for 
notice and hearing on such a determination “whenever 
appropriate” (Jt. App. 14), a fact to which appellant ad- 
verts (Br. 14, 16), appellant apparently is not arguing 
that this is an appropriate case for a hearing. In view 
of the fact that the Secretary established as the minimum 
reasonable value the lowest figure he could, i.e., the “gross 
proceeds accruing to the lessee,” 30 C.F.R. 221.47, supra, 
pp. 11, 17-18, there was nothing on which a hearing could 
be held. If the Secretary had sought to establish a 
higher value, then a hearing might have been appro- 
priate.? 

We turn finally to the lease provision setting the amount 
of royalty on production (Jt. App. 16). The third para- 
graph of this provision reads as follows: 


In determining the amount or value of gas and 
liquid products produced, the amount or value shall 
be net after an allowance for the cost of manufacture. 
The allowance for cost of manufacture may exceed 
two-thirds of the amount or value of any product 
only on approval by the Secretary of the Interior. 
[Emphasis supplied.] 

It is quite clear that the only deductible costs are the 
costs of manufacture, which are not involved here. No 
reference is made either in this paragraph or in the first 
paragraph of the provision, which simply states that the 
lessee is “to pay the lessor 1244 percent royalty on the 
production removed or sold from the leased lands,” to 
any deductions for preparing gas for market other than 
manufacturing costs. Thus, this provision simply reflects 
the same standards for fixing royalty values which are 
found in the regulations and to which the lessee agreed 
when it entered the lease. 


° No due process or other constitutional problems are included in 
this case because the Government is not regulating its citizens’ 
property but rather contracting to develop its own property. 
United States v. General Petroleum Corporation, 73 F.Supp. 225, 
250 (S.D. Cal. 1947), aff'd sub nom. Continental Oil Co. v. United 
States, 184 F.2d 802, 821 (C.A. 9, 1950). 
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The Value of Production Determined By the Secre- 
tary Is Not Subject To Judicial Review In the Ab- 
sence of Fraud Or Imposition 


Where the parties have agreed that royalties are to be 
paid on a basis established by the Secretary, the rule is 
that the royalty basis established is conclusive in the 
absence of fraud, bad faith, or the lack of any rational 
basis. United States v. General Petroleum Corporation, 
73 F.Supp. 225, 252-254 (S.D. Cal., 1947), aff’d sub nom. 
Continental Oil Co. v. United States, 184 F.2d 802, 821 
(C.A. 9, 1950); United States v. Ohio Oil Co., 163 F.2d 
633, 640 (C.A. 10, 1947), cert. den., 333 U.S. 833; Goléra 
v. Weeks, 271 U.S. 536, 548 (1926). Cf. Wilbur v. Texas 
Co., 59 App. D.C. 275, 40 F.2d 787 (1930), cert. den. 282 
U.S. 843. In United States v. General Petroleum Cor- 
poration, the court said (73 F.Supp. at 253): 


The court concurs in the test established by the cases 
cited above, and holds that the Secretary’s value de- 
terminations must be sustained unless it has been 
established by the evidence that the Secretary was 
guilty of fraud, dishonesty or bad faith, or that the 
exercise of judgment was capricious or so unreason- 
able as to be incapable of justification on any rational 
basis. 

The question at best, then, is whether the Secretary’s 
determination is “so unreasonable as to be incapable of 
justification on any rational basis.” The “value of pro- 
duction” here declared by the Secretary is the price which 
Caleo receives for the sale of gas from this field under 
its contract with the pipeline company—an obviously sensi- 
ble amount and, it would seem, a minimum one under the 
regulations. The Secretary is not confined to taking the 
sale price as the “value of production,” for under proper 
circumstances he can establish a higher value. For ex- 
ample, in United States v. Ohio Oil Co., supra, the court 
upheld a $1.02 minimum price set by the Secretary for 
oil sold by the lessee for 77¢. The regulations (supra, 
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pp. 11-12) provide that the Supervisor shall give due con- 
sideration to the highest price paid for a part or for a 
majority of production of like quality in the same field, 
to the price received by the lessee, to posted prices and 
to other relevant matters and then specifically provide 
that the value of production for the purposes of com- 
puting royalty shall not be less than the gross proceeds 
accruing to the lessee from the sale. Here, the Secretary 
has, in effect, established a royalty valuation price which 
equals “the gross proceeds accruing to the lessee from 
the sale” of products “from the field or area where the 
leased lands are situated.” In the face of such express 
language in the regulations, there is no possibility of 
considering the Secretary’s order in exact conformance 
therewith as arbitrary and capricious. 

In fact, appellant has not attacked the value deter- 
mined by the Secretary as unreasonable in itself, but as 
unreasonable only because it includes the cost of gather- 
ing, compression, and dehydration. As shown in Point I, 
supra, the Secretary’s disallowance of deductions for these 
costs was within his statutory, regulatory, and contractual 
authority. Thus, appellant’s only real basis for objection 
on the basis of reasonableness disappears and the Secre- 
tary’s setting of the royalty value must be upheld. 
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CONCLUSION 


For the foregoing reasons, we submit that the district 
court’s dismissal of the complaint should be affirmed. 


Respectfully, 


RAMSEY CLARK, 
Assistant Attorney General. 


RoGER P. MARQUIS, 
THomas L. McKEvITT, 
HvuGH NUGENT, 
Attorneys, 
Department of Justice, 
Washington 25, D. C. 
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OPINION BELOW 
The opinion of the district court (Jt. App. 58) is reported 
in 187 F.Supp. 445. 
JURISDICTION 
On June 5, 1959, appellant filed a complaint in the Dietrict 
Court for the District of Columbia seeking to have that court declare 
that the Secretary of the Interior is without authority to collect 
royalties on the costs and expenses of gathering, compressing, and 
dehydrating the gas produced under o11 and gas leases held under 
Seetion 17 of the Mineral Leasing Act of 1920, 41 Stat. 437, 443, as 
amended, 30 U.S.C. sec, 226 (Jt. App. 3-6). Juriadiction of the 
district court was invoked wxter Title 11, Sestion 306, of the District 
of Columbia Code, the general jurisdictional atatute for that court. 
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The distriet court entered final judgment in favor of the Secretary 
and against the plaintiff amd dignissed the complaint on October 24, 
1960 (Jt. App. 80). Notice of appeal was filed on Novenber 30, 1960 
(Jt. App. 80). The jurisdiction of this Court is inveked under 28 
U.8.0. sec. 1291. 
STATEMENT 

The California Company (Calco), appellant, holds the entire 
working interest in four of] and gas leages on federal lands in 
Plaquenines Parish, Louisiana. The Department of the Interior issued 
these four leases to two individuals on March 1, 1949, under the pro- 
visions of Seotion 3 of the Minerel Leasing Act for Acquired Lands, 


61 Stat. 913, 91%, 30 U.S.C. sea. 352, which adopts som= of the pro-— 
Visions of the Mineral Act of 1920, %2 Stat. 237, Bh3, as 


amended, 30 U.S.C. sec. 226, and approved agreensnts oomtitting the 
operation of the leases to the California Comary on April 19, 1949. 
The leased lands lie in the Romere Pass field, a gae-producing area 


comsitted to the Rowere Pass Unit Agreenent, which was epproved ty the 
Director of the Qeological Survey on Noveuber 11, 1949. Under this 
agreement, the California Company operates all of the oil and gas 
leases in the area ag a unit. A discovery well was comleted on 
January 9, 1950, and since that tine more than 100 productive wells 
have been drilled within the unit area. These wells produce oil, gas 
associated with ofl, gas distillate, and dry gas. (Jt. App. 74-76, 
Fags. I, IV-VI.) 

Under the operating agreement with the lessees, the 
California Company assumed the obligation to pay all royalties due 
the United States under the lease, the pertinent provisions of which 


~/ For peyous of this cage the differences between leases issued 
under 1920 Act sn the pr pip Lands Act (See 
v. Seaton, 103 App. D.C. 163, 256 F.2d 718 (1958)) is et teen 


Wickes 


are set out in full in the Joint Appendix at pages 13 to 16. Briefly, 
the lease provides that it is entered into subject to the terns of 
the Aoquired Lands Act, which in turn refere to the Mineral Leasing 
Act, and "to all reasonable regulations thereunder * * *," The 
atatutory and regulatory provisions pertinent to this case are set 


out infra, pp. « Section 2(d)(2) of the lease provides as 
Lollowat 


and, whenever 
priate, after notion ent oppertenity so be heard. 


Section 2(d)(3) provides that when royalties are paid "in amount of 
production, guoh royalty products shall be delivered in merchant 
able condition on the premises where produced without cost to lessor 
© 6," Section 2(d)(4) allows the Secretary to reduce royalties 

if "the lesge cannot be guocessfully operated upon the royalties 
fixed herein * * *." In Section 2(e) of the lease, the leesee agrees 
not to geil or dispose of the products of the leage exeept in seoord- 
ance with a contract firet approved by the Director of the Geologicel 
Survey or his representative. Finally, the royalty provision perti- 
nent to this case reads as follows? 


atshiasn-nredpabian Lyd oegeeecal 
12<1/2 peroent royalty on the production removed 
C) 


y sold from the leased lands. 


oh. 


On July 31, 1991, the California Company entered into a 25- 
year contrect with the Southern Natural Gas Company for the sale of 
sae produced from the Romere Pass unit and other fields in southern 
Louisiana. Under this contract, the relevant parte of which are set 
out in full in the Joint Appendix at pages 48 to 57, Caloo agreed to 
construct the facilities necessary to gather the gas and to deliver 
it to delivery points designated in the contract (Art. 3, Jt. App. 48). 
After reciting that "gas delivered hereunder ag produced in its 
natural state from wells, tut after passing through the drips or 
separators installed by Seller” can be expected to contain more than 
0.007 pounds of water per thousand oublo feet (mof) and a greater 


quantity of "those liquefiable hydrocarbons commonly referred to as 
natural gasoline” than 1s suitable for transuisesion through Southern’ s 


pipeline, and further that extraction of euch hydrocarbons may later 
prove profitable to Calco, the contract continues (Art. 4, Jt. App. 


Recognising that the dehydration and processing of gas could be most 
economically avi efficiently handled et a single point on Southern’s 
ayaten, the parties agreed that Southern would install and operate 
the necessary facilities and that Caloo would pay Southern for any 
excess in cost over the amount Southern could obtain by selling the 


liquid hydrocarbons 4% extracted. Hut Caloo retained the right to 
remove the hydrocarbons itself at ony time it deemed it profitable to 


oe 
do a0. At a later point in the contract, Caleo agreed to deliver the 
sta “at the verying preagure at which Buyer elects to operate its 
pipe lines at the point of delivery, Buyer agresing that each pressure 
will not be in excess of 900 pai.” Caleo untertech to eupply the 
fagilities necesesry for the compression of the gna (Art. 7, Jt. App. 
53). 

The initial price esteblighed ty the contrect was 12/ per 
nof, Thereafter, the contrast price wae to escalate 1¢ each five 
yeare witil a price of 16/ mf. of gee wae renched, Dut 'if the going 
price of gee in the purchase aren io higher then the priee specified 


in Seotion 2 above, then at the commenament of any of the periods 


qpoatfied ¢ * © the price payebie for gua delivered hereunter during 
auh petiod shall ¢ © * be adjusted to euch gring price.” (rte 8, 


Ste Appe S352) The partion leter agreed that the first contract your 
woul begin on April 2» 2990 (ity App ZA)e Time the first five-yeor 
period ented on March 31, 1959. 

Delivery of gee wsler the contrect actually began sbout 
Desenher i, 1953, after Southarn coupleted constrestion ef a pipeline . 
Ante the aren (Ste Apps Do, 77). The cpevation of the Remre Pass 
Gait between the tine the ene conse out of the ground oni the tine it 
enters Southernts pipeline can be swmarized as follows! Cas is firat 
moved fron the wellhesd te one of three tank battery stations, where 
4t 19 ran through eoperatora te remove any ofl it may contain. One 
from tank batteries Mo. 2 end Mo. 3 ie then moved to tank battery Me. 1, 


: Ve Trans > 35. 1, 23.30 (1961). 
The Federal Power Commission has not ye approved this increase. 


9 the “gsing price" provi- 
flew of the sorateety or Perna’ er the "most favored nation" clause 
Seo. 3, JteApp. 55). Cf. Texas Gas Corp. v. Shell Oil Co., 363°U.S, 
263° taakods abc continental oe Corp. 5 
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of 1000 pounds per square inch‘ 
and all gas with pressure/less than/ is conpesunal 


to that pressure, being passed through a maximut of three stages de- 
pending on its pressure after passing through the separator. Only 30% 
of the Reonere Pass gas requires compression, the remaining 70% of the 
gee being produced at a pressure sufficiently high to require no further 
compression. Then all of the gas is passed through dehydration to remove 
exoess water. A portion of the gaa, 1.e., wet gas containing liquid hy- 
drocarbons, is passed through a refrigeration plant to remove these iiquid 
hydrocarbons, The gas then enters Southern’s pipe line near tank battery 
Yo. 1, 

When Caleo began to deliver gs to the Southern pipeline in 
Decenber of 1953, the 011 and (as Supervisor for the Gulf Coagt Region 


of the Geological Survey started sending monthly statements of royalties 
due dp which the value of the gas for royalty purposes was declared to 
be 12¢ per mof. (Jt. App. 18-19, 77). In making royalty payments, Calco 


has been making certain deductions for the costs of gathering, compressing» 
and dehydrating the gas, and it is these dedutions which are the subject 


matter of this suit. Thay can be be 
Gathering coccccccceecngsesessocsseoes® 634 ble 
atl. 


broken down ae follows (eee Jt. App. 35)8 


e 


Compression $¢ per stage cecccecce 
Dehydration PPT TTT 


Total cecoccecscsccccecceses 
After thege deductions, Calco was computing royalties © 
per mf. (Jt. App. By 35» 78). 

Although the Supervisor never spproved these deductions, Calco 
continued to make then. The fact that the deductions were not being al- 
lowed was brought to Caloo’s attention by the monthly stat yatnte, by 
Letters in February of 1955 and December of 1956, and in a number 


eae nA RELL OL C OOO 
tions. First, the de- 
Three things ut these dedus 
a rtiad oor the gas from 


sete etanee vies 

a. 

te begin with (Jt. App. 29. 35). 

Sho _wee Tomeines compmection’ a"aane cor the aces 

tion plan o App. 24). As noted in appellant’s brie 

the royalty value of liquid hydrocarbons is not involved here because 
the Secretary allows the costs of their extraction to be deducted. 


 e 

of conferences. Finally, on May 21, 1957, the Supervisor sent Calco a 
letter demanding payment of the unpaid royalties within 30 days. The 
letter explained that ection to compel payment hed not been taken earlier 
because it had been understood that Calco was reviewing the matter to 


determine whether to appeal or to pay the unauthorised deductions. The 
letter continued (Jt. App. 19)8 


Furthermore, an appeal of The Texas of a 
Acaliguines at dehstiane colar condi tee tare 


The letter then concluded ty stating that the withholding of the royalty 
payments “constitutes non-compliance with the oil and gas operating regu- 
lations and a penalty for such non-compliance is provided in 30 C.F.R. 
221.53," that tho authority stated in 30 C.F.R. 221.53 would be exercised 
if the delinquent payments were not made within 30 daya, and that an sp- 
peal wae available from the letter*s order under 30 ©.F.R. 221.66. 

Caleo appealed the Supervisors order to the Director of the 
Geological Survey, arguing that the value of the ges for royalty purposes 
should be the net return to Caloo after the deductions for gathering, 
compression, and dehydration (Jt. App. 20-32). On September 27, 1957, 
the Acting Director affirned the Supervisor's action (Jt. App. 33-38), 
pointing out the einilarity between this case and The Texan Company 6880, 
64 I.D. 76. That case hed held that it was the lessce’s obligation to 
ready the gas for the market and thet the lessor onuld wot be expected 
te bear any of the cost of nesting this obligation. The Aoting Director 
held the same to be true in this aase (Jt. App. 37)! 


deduce charged by The California 
ctees 0 of computing royalty is for 


f£ the 
euch 


above ou ED. 76 
_Saabwes. for ta purpose of computing royalticn. 


Calco appealed this decision to the Secretary of the 
Interior, who affirmed it on February 20, 1959 (Jt. App. 39012). 
The Secretary referred to the lease provision that “the amount or 
value shall be net after allowance for the oost of manufacture," 
but then he emphasized, as had the Assistant Director, that 30 C.F.R. 
221.47. provides that the value for computing royalties cannot "ba 
deemed lesa than the gross proceeds acoruing to the lessee * * *," 
He went on to point out that Calco had made no contention that "any 


of the gas is *monufactured* as that term is used in the regulations." 


Then he too concluded that the deductions clained were for "the cost 
of placing the production in a marketable condition for gale in the 
field * * ** and held that such deductions were improper. 

After the Seoretary’s decision, Calco brought the present 
suit in April 1959 asking that the court declare that the Secretary 
is “without authority to collect royalties on the costs and expenses 
of gathering, coupressing, and dehydrating the gas produced under the 
four leases in the suit” (Jt. App. 3.6). By this time, the amount of 
royalties in dispute exceeded $50,000. In May of 1959, Calco paid the 
past royalties wer protest, and since that tine it has paid royalties 
in the amount dewended by the Department of the Interiox which has kept 
all the royalties in controversy in a suspense account pending the out. 
come of this litigation (Jt. App. 12, 79). After trial the district 
court filed a comprehensive opinion saying that the Seoretary’s action 
must stand (1) if it 4s within the stendarde of the Mineral Leasing 
Aot, (2) if 4t ie in accordance with the Secretary's om regulations, 
(3) 4¢ 4t ie within the powers reserved by the Secretary in the lease, 
and (4) 4f it has a reasonable and rational basis (Jt, App. 60.61). 


The court first held that the Secretary*s computation of the "value 
_0f produation” as 12¢ per mof. wae within discretion vested in hin 
ty Seation 17 of the Mineral Leasing Act, 30 U.8.C. seo. 226, to 


~Jau 


determine what “value of production is" (Jt. App. 61.63). ‘Then the 
court reviewed the applicable operating and royalty regulations, 

30 CPR, 221,47, 30 CFR, 222.50, and 43 C.F.R. 192.82, and found 
that the Secretary had acted within the guidelines of his regulatory 
authority (Jt. App. 63.65). Turning to the lease itself, the court 
noted that the Secretary had reserved the right to “establish reason. 
able minimm values for purposes of computing royalty * * *," and then 
quoted at length the passages from Interior’s decisions in The Texas 
Conpeny case and this case showing that under such leases the costs 
of preparing gas for the market are not to be excluded from this 
minimm value (Jt, App. 65.70). Finally, considering whether the 
Seeretary*s action had had a ratdonal basis, the court stated (Jt. 
App. 71) 


The court rejected Caloo's argument that no deternination of the rea. 
sonable value of the gas had ever been nade by the Secretary by point- 
spondence between Caleo 


ing out that there had been conferences and corre a 
and the Supervisor beginning in 1953, that the Supervisor had wri 
to hie superiors in 1957 explaining his decision, that the Acting Direc 
tor and the Secretary had given reasons for their decisions, end that ; 
there had been regular billing of Caloo én the 12¢ basis (St. Appe 71272). 
On October 2h, 1960, the court filed findings of fact (Jt. 
App. 74-79) and conclusions of lew (Jt. App. 79), andi entered judguent 
disnissing the complaint (Jt. App. 80). It ie from that judgnent that 
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STATUTES AND RULES INVOLVEN 
Section 17 of the Mineral leasing Act of February 25, 1920, 


41 Stat. 437, 443, as amended, 30 U.S.C, seo, 226, provides in per. 
tinent part as followst 


petitive bidding. wich Leases @hall be cond 
‘oned upon the payment by the lesgee of a roy 
of 32 1/2 per contam in angunt or value of th. 
prodRetion yenoved or Gold from the lease. 

Serniah tive seers tad Gan) cuties ca 

rm ve years continue so 
thegeafter as oil or gas is produced in caving 
quantities. (Emphasis supplied.) 


Section 82 of the Bureau of Land Management*s regulations 
governing O21 and Ose Leases, 43 C.F.R. 192.02, reads in pertinent part 
as followst 

$192,862 R (a) & and 
after August 5, ° oll royalty 


rates shall be paid on the production removed 
or aold from leases! 


(1) 12 1/2 percent royalty on noncompeti- 
tive leases Assued under section 17 of the act 


(a) The Secretary of the Interior my 
ostablish reasonable poet ert purposes ee 0a 
t, royalty on or °. gas, ne 
puting royally her tiquid produste obtained from 


ted prices 
ani to other relevant mattere. ate 
cases this will be done after notice to parties 
and opportunity to be heard. 


Section 47 of the O11 and Gas Operating Regulations ,of ‘the 
Geological Survey, 30 C.F.R. 221.47, reads as follows? 


-ll. 


$221.47 
The value of 


contrary, value 
Pcie price per barre 


and acid from the fe 


lands are situated will 
Sac coh be considered to be a 


SUMMARY OF ARGUMENT 
I 
Appellant argues that equating the price for which it is 
selling gas with the reasonable minimum value of that gas is “plainly 


wrong, grosely unfair, arbitrary and unlawful" because that price 
inoludes certain costs which make it greater than value at the wellhead. 
Appellant makes no attempt to show that the price is not in fact equal 
to the reasonable market value of the gae or to bring the coste it 
claims in a category on which deductions are allowed, such as manufac- 
turing costs, But the determination made by the Secretary was strictly 
4n accordance with the terms of the lease, and, having had a rational 
basis, is not subject to judicial revision. Insofar as appellant's 
charges of arbitrary or unlawful action represent an attempt to set 
aside departmental regulations, they are srrelevant because the bene~ 
fite of very great oil production from these lands as a result of 


Vetoes Sassen Ancorporating the regulations are daily being enjoyed by 
appellant. 


to vi 

are 

be charged on “production removed or sold" from the lease it 
ie 


is 
the Secretary's clear duty to consider for what price the producti 
on 
was sold. Furthermore, the Secretary has the power under the Mineral 
Leasing Act to give an exact defintion to the statutory term “production,” 
ON, 


and this power he has exercised by his adainistrative reg ulations. 

B. "Production" as used in the regulations refers to gas 
which ie ready for the market, gas which has gone through the processes 
the cost of which appellant seeks to deduct. The regulation governing 
royalty clauses in leases directs the Secretary to consider various 


prices, including "the price recaived hy the lessee.” “Price” plainiy 
refers to the amount for which gas is selling, and thie amount embraces 


both the producer*s costs of prodvoetion and profits, The Oi] ant das 


Operating Regulations provide that "Under no circumstances shall the 
eaten of progection « ov we coemen.ce ba zens anam ee Stans POTS © 


vorstng to lescen © + #" which renoves any doubt on te whether "PriS® 


was intended to jnolude costs as well a8 profite. 

Where the gecretary. has specifically allowed the deduction 
ot namafuctaring costs, be bas been careful to distinguish Pelee 
them and marketing costs, and it is the latter which appellant is 


claiming. It is important to note that the authorities relied on by 


cguilank Saeed Vas, vaiee aa to Os wT EES 
from the well are mostly concerned with mansfacturing costs, with the 


distinction between gas which is manufactured into something else and 


spo vsich so nat, ass on are nuk really relevant to Cte cSt T°FY 


there is no such problem involved. And if appellant were to be cone 


rice~«at—the well argunent, 4% would be claiming 


sistent about ite p 
a2 coves from ene time gas eaves tne wetnends “° pct cata 


yeason other than aypellant’a pagnaninity appears for 4te claiming 


some costes and not olaiming others. 


elj« 


Cc. The specific lease provisions empower the Secretary to 
fix the sales~contract Price of the gas as its minimum value for 
royalty purposes, The plain answer to appellant’s argument that the 
Secretary has not exeretsed this power ie that he never could have 
sent appellant a bill if he had not done 80. Appellant's argument is 
really an attempt to divert attention fron appellant's failure to 
offer any proof at all on this factuel issue of the case, the reason. 
ableness of the Secretary's determination, Appellant ie attenpting 
to shift to the Secretary the burden of Proving market value without 
offering any evidence of Vaue itself, and such a shift would render 
meaningless the Secretary's reservation of power to establish reason. 
able minimum value. 


value" by : 
iy 


ite very terms applies only to value "after an allowance for the cos 


of manufacture" and so has no relevance to the costs appellant is 
Olaining. 
It 
Where parties agree that royalties are to be paid on a 
basis established by one of them, in this cage the Secretary acting 
on behalf of the property ower, the royalty basis established is 
conclusive in the absence of fraud, bad faith, or lack of any rational 
basis. Here there is no allegation of bad faith. The price for which 
something is selling is obviously a rational basie for determining its 
value for the purpose of ascertaining the lessor*s share of that 
price, and appellant has produced no evidence to indicate that the 
price in this cage is not the value of the gas. When the Seoretary 
has acted in exact conformance with the regulations incorporated into 
the lease, there is simply no possibility of arguing that his action 
4s arbitrary and capricious. 


ARGUMENT 
I 
THE SECRETARY*S DETERMINATION OF THE MINIMUM VALUE 
OF PRODUCTION AS EQUAL TO THE SALES CONTRACT PRICE 
Ig es HIS STATUTORY, REGULATORY 
ND CONTRACTUAL AUTHORITY 
In determining the minimum value of gas being sold from 

the leases involved in this case, the Seoretary of the Interior has 
looked to the price for which it is being sold, Dut appellant argues 
that equating the price it receives for the gas with the value of the 
gas is "plainly wrong, grossly unfair, arbitrary and unlawful" (Br. 37). 
The gist of appellant's argument is not that the gas is not worth 
that price, but that the price includes the costs of gathering, com. 
pressing, and dehydrating the gas to meet the terms of the contract 


FOPresenrtarave or “tune marnxet var0s’ dr’ ths gas at the wells,” wnicn 


cases, Sartor v. Arkansas Gas Corp., 321 U.S, 620, 622.623 Gao 


Arkansas Natural Qas Co. v. Sartor, 78 F.2d 924, 927 (CoA. 5, 1935), 


cort. den, 296 U.S, 6565 Lafitte Company v. United Fuel Gas Company, 


177 F.Supp. 52, 60.61 (ED. Xg., 1959), none of which throws mich 
light on the problem of this case because none discusses the issue 
whether the charges claimed by appellant are or are not part of "the 
market value of the gas at the wells.” Furthermore, these cases deal 
with private leases controlled by state law, not federal leases con. 
trolled by federal law, so their relevance is in even greater doubt. 
At best, these cases would support deductions for two kinds of costs 
which appellant is not claiming, manufacturing costs and long-distance 
transportation costs. 


J Federal law controls where the United Penge is the lessee of priva 
land, Unite “149 F.2d 872, 874 (C.A, es 

1945), A 4 £6 i exercis: 

control public lands, of. “Inited States v. San L 

U8, 16 29.30 (1940), has authorized the leasing of the public 

Cf, United States v, Allegheny County, 322 U.8, 17, 182 (19h). 
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Whatever tho “general rule” may be under Louisiana or 
Kentucky law, we are here concerned with the propriety of action 
taken by the Secretary of the Interior under leases incorporating _ 
federal statutes and regulations, We will show that the deteraina. 
tion of value made by the Secretary was etrictly in accordance with 
the terns of the contract between the parties and theterns of the 
applicable statutory and regulatory provisions, and that having had 
a rational basis, this determination is not subject to judicial re. 


vision. It 49 appropriate to point out at the outset that no question 

of the validity of the regulations or lease provisions has been or 

could be raised by the appellant. The lands involved are federal lanis 

lensed by the Secretary of the Interior, “the guardian of the people 

of the United States over the public lands,” pursuant to Congress’s 

is an @ position to challenge the Validity of that progran’s Fegulations , | 


_/ Knight v. U.3, Lend Association, 142 U.S, 163, 181 (1891). 


for the Secretary's actions in this case is the Mineral Leasing Act 
of 1920, 41 Stat. 437, as amended, 30 U.5.C. sec. 181 st seg. Section 
17 of the Act, 41 Stat, 443, as ansnded, 30 U.3.C. sec, 226, gives 
the Secretary discretion to lense certain lends for mineral ex. 
~ Ploration and development, and it 4s this ection under which the 
leases in this cage were issued. The royalty provision govertying 
‘this type of lease readtat “Such leases shall be comiitioned upon 
the payment by the lessee of a ypyalty of 12 1/2 per centum in amount 
or values of the production removed or sold fron the lease." First of 
all, the presence of the words “removed or sold” in the statutory 


provision demonstrates the relevance of the sales price in determining 
the value of the preduction, for the production must be “renovet or 


sold" before any royalty question arises, 

‘cis <isn chico pots “Si tas oa abla ade Ad. eoceariod are 
"valve of the production,” for it is the minimm “value of the pro. 
duction” which the Secretary has deterained. The trial court exployed 
general definitions of both “value” and “production® in its discussion 
of their meaning in the statute (Jt. App. 62.62), a fact which seens — 
to have greatly disturbed appellant (Br. 20, 24). We cubsit that, de. 
spite appellant's argumnte to the contrary (Br. 19.21), the parties 
ave really in agreenent on the definition of the word “value” as "fair 
market value” and that the crux of this case is the definition of the — 
word “production” as it appears in the Mineral Leasing Act, the regula. 
tone, end the lease. We further submit that the Act vested in the 
Secretary the disaretion to define the exact meaning of the word “pro. 
duction,” United States v. Wilbur, 283 0.3, 414, 419 (1931), of. 
Riyerside 01} Co. v. Hitghopek, 190 U.S, 326, 325 (1903), Hal? v. Payne, 
25h U.8, 343, 7-38 (1990), and that in hie regulations implementing 


J Haley v. Seaton, U.S.App.D,C, e 281 F.2d 620 (1960). 
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the Act, to whieh we turn next, the Secretary has made clear that 
wproductiod’ refers to ges which has gone through the processes the 
Se ae 
: ‘ lations yefers to gas 

ae ae se basic deacon Selec the parties in 
this case 18 as to yhon gas becomes “production” which hes been ‘re~ 
noved or sold", The regulations by which the Secretary exercises 
hie authority under the Mineral Leasing Act make it clear that “pro- 
oution® refers to gas vhich 1s ready for the market. 

The besic regulation governing royalty clauses in leases, 
43 C.F.R, 192.82, gupras Po , says that in establishing “reasonable 
values for purposes of computing royalty," the Secretary is to sive 
tue conatdaration + # © vo tne highest price peld for e part OF TOF & 


~— oreo 
--——-—- 


ee ee ee 


the gas changes hands, not to any of the constituent elements of this 
figure such as the cost of extraction fran the ground, the cost of pre. 


paring the gas to eell at thie figure, end the cost of accomplishing the 
sale. 


Exactly the same language apypoare at the beginning of Section 


4? of the 011 and Gas Operating Regulations, 30 C,F.R, 221.47, supra, 


Pe » which then goes on to elaborate on the standards for determining 


value of production! 
Under no cirounstances shall the value 


val 
duction of any of said substances for the ry 
of computing Fayaltion be desned to be lees than 


; Goer 


Any doubt as to whether “price” was intended to inelude costs as 
well as profits is dispelled by the explicit oamand that the value 
“ a wing to the lessee.” 

cnteed, 4 bwoonne elear fran tie regulation that the Searetary Das 
in this case pieced on appellant*s production the lowest value he 
could in keeping with his regulations. Horeover, the last sentence 
of the regulation allows the Secretary to we the highest market price 
in the area as a basis for computing value, end nothing is said about 


deducting from this highest market price sty coate of asttins the aes 
weesy for westete ‘The regulation may mets.ae appodiant would have te 


be read to ignore the actus) market that existe, } 
Wan other products are namfactured from natural gas, the 
costs of such manufacturing are allowed ag a deduction from the royalty 


of the main factual product. 
value/ 30 C.F.R, 221.92 reads in noe as follows? 


Thus, we eee that where the Secretary has detersined to make an allow- 
anoe for certain costes he has specifically done so, The deductions 
claimed in this cane are not for mnufacturing costs but for marketing 


coste, and it must be noted that in thie section which makes an allow. 
ance for manufacturing costs, the costs of marketing the residue gas 
are not alloweds 


Coenen 


J DU STRS BEAATL 16 sok ca Se Ad Ae ae ayers Ne Re 
9 Pe 


Tt was in connection with the proper detersination of manu. 
facturing costs that Acting Secretary West wrote his instructions on 
the Interpretation af 012 and Ges Regulations, 56 1.0. 462 (1937)5 
from vhich appellant olains the Secretary has now departed (Br. 21.24), 
When the Acting Secretary there spoke of “the value of the natural 
gaa in the condition in which it comes from the well," he was dis- 
tinguishing that value fron the soparate values of the constituent 

the whole discussion 4s concerned with this contrast 


were concerted vith problens different than that before this Court, It 
would seem that if appellant wanted to be consistent about this price. 
atethe.well argment, it would have clained deductions for ali rather 
than just some gathering conte and for the seperation (es distinguished 
from dehytration) costs. Mo logics) reason appears why these costs 
should be distinguished from other costs after the gas leaves the well- 


by reference and to which appellant agreed in sesking these govermental 
Leases, the leases explicitly provide that the Secretary “may establish 
reasonable nimimm values for purposes of computing royalty” (5t. App. 
1h). There is no question about the right of the Secretary to reserve 
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wach a power. Continental 022 Go. v. United States, 184 F.2d 802, 

822 (C.A. 9, 1950)9 United States v. Shia 43 Con, 163 F.2d 653, 640 
(C.A. 10, 1947), cert. den. 333 U.S, 833. The tasters to bn ome 

sidered by the Secretary in meking hie determination are the same as 
gat out in 43 C.F.R, 192.82 and 30 C.F.R, 222.47, supra, pp. 

and need net be discussed again here. 

Appellant argues that the Secretary has never exerciced his 
contractual power to establish the ressonsble minima value for royalty 
purposes (Br, 14.18), Ae we understand the argument, it is not ao 
much that 124 is not a reasonable value for royalty purposes (except 
insofar ag it includes the deductions appellant has clained) as it is 
that the Secretary has never determined it to be the reasonable value. 
The simple anewer te this ts that no bills could even have been sent 
to appellant if gush a deteraination had not been made. Furthernore, 
appellant’s attack on this alleged failure to establish reasonable 
value is nothing but a smoke soreen to conceal appellent’s failure 
oe plaintire to sustain the burden of proving ite case. Appellant 
hea completely failed to chow thet the value established by the Sec. 
retary ie not a reasonable value. Vaile insioting that royalties mat 
be based an "the faiy market value of the gas at the wells,” appellant 
has not offered a shred of evidence to show that the minimum value as 
established by the Secretary is unreasonable. In short, appellant has 
offered no proof whatsoever on the reseonsblensss of the Secretary*s 
dsternination. The reagmn fer appellant’s failure to watertake such 
a burden geeue obvious from the fact that at the end of the first five. 
year period the sales price was readjusted frou 12¢ to the “going price” 
of 22 2/2f an inarenes of alsost double, which indicates that at least 
for much of the period the 12% was unreasonably low. 


21. 

Allowing appellant to shift the burden of proof simply by 
caregatione of unrenscneblenses wisupparted by evidence would destray 
one of the basic advantages to the lessor of reserving the right to 
fix miniaus value, that of avoiding litigation to detersine market 
value, Where the lessor hea to bring suit to establish value, he 
ha faced with the fornidable burden of proving it even though the 
esece has possession of all the relevant evidence, anirenanniS 
@cqumtematin. Philips Potroleua Co. v. Brum, 155 F.2d 196 (CoA. 5, 
1926). ‘The aad history of the Sartors* efforts to collect royalties 
based on market value is enough to prompt any lessor to protect his 
setocecta ty reeneving the yom to cotebiioh miatmas yubees.”” Here 
the Secretary has reserved such a power, tut appellant seeks to mllify 
it and throw the burtien of proof of market value back on the Secretary. 
fudh a reqult de plainly inconsistent with the reservation of the power 
to begin with. i aaa at 

Tt may be noted that although the lease provides for notice 
end heaving @8 euch a dotersination “vhenever appropriate” (St. Apps 2), 
a fact te which appellant atverte (Br. Ur, 16), appellant epperentiy is 
not erguing that this is an appropriate case for a hearing. In view of 
the fect that the Secretary eateblished as the minimum reasonable value 
the Lowest figure ha could, Anes, the “gross proceeds sooruing to the 
Lesnee,” 30 C.F.R, 221.b7, eupEts PP. » there was nothing on which 
a hearing could be held. Te the Seoretary had sovght to establish « 


eleven 
that 2m iteeli, were 
ras 78 Peps 1K 


We twn finally to the lease provision setting the ancunt 
of royalty on protuation (Jt, App. 16). The third paragraph of this 
provision reade as follova? 


In deteraining the anomt or value of gas and 


It is quite clear that the only deductible eoste are the costs of 
mumfacture, which are not involved here, No reference is made either 
in thie paragraph or in the first paregragh of the provision, which 
Ginply states that the lesese is “to pay the lessor 12 1/2 percent 
royalty on the production removed or sold frou the leased lands,” to 
eny deduations for preparing ge for market other than mamfacturing 
dente; Thus, this provision simply reflects the aaxe stantaris for 
fixing royalty values which are found in the regulations and to which 
the lessee agreed when it entered the lease. 


Wheve the parties have agreed that royalties are to be paid 
on a basis established by the Secretary, the rule is that the rayalty 
desis estebliched is conciusive in the absence of frewi, bail faith, or 
the ack of ony ration) beets, United States v- Caner) Futrojeu 
Corperntion. 75 F.Supp, 22%, 252.25% (8.0. Cal., 1946), aff'd sub now. 
Combinentead 013 Co, v. United Staten, 184 F.24 802, 821 (CoA. 9 1950)5 
United Staten v. te O12 Co., 163 F.24 633, 640 (CA. 10, 1947), cort. 
dons» 399 U.S. 633) Goltvs v. Meeks, 272 V8. 936, 549 (2926). CF. 
Wilbur v. Bone Coos RPE he 
U8. 643. In United States v. Sens: olews Coyporation, the court 
anid (73 F.Supp. at 253)8 


ination is "eo wireascnakie en to be incapable of justi@tontion on any 
vational basis.” The “value of protuction” here declared ty the Secre. 
tary is the price which Calco receives for the sale of gas frou this 
field under ite contract with the pipeline company._sn obviously sensible 
amount ond, it would econ, 0 minima one water the regulations, The 
Seeretary is not confined to teking the sale price as the "value of pro. 
duotion,” for weles proper cireunstances he can establish « higher value. 
Yor exemple, in United States v. Shia 0) Coss supra, the court upheld 
a $1.02 minim price eet by the Secretary for of} sold ty the lessce for 
774. The regulations (eump, p. =?) provide that the Supervisor shell 
give due consideration to the highest price paid for a part or for a 
majority of production of like quality in the saws field, te the price 
eoeived by the lessee, to posted prices ani to other relevant matters 
and then specifically provides that the value of production for the 
purposes of computing vayalty chal not be less then the eroes proceede 
accreing to the lessee from the sale. Hare, the Secretary hae, in effect, 
established « royalty valuation price which equals “the groes proceeds 
aceruing to the lenses fron the sale” of producte “fron the field or 
area viere the leased lands are situated.” In the face of such exprese 
lenguage in the regulations, there is no possibility of conaidering the 
Secretary's order in exact conformance therevith ae arbitrary end capricious, 
Tn fact, sppeilant has not attacked the value detemsined hy the 
Reoretexy as warensonable in itself, but ss waeasenehle only because it 
inalsdes the costs of gathering, compression, and dehyiretion. Ae show 
in Point %, genre, the Seoretaryte disallowance of deductions for these 
cdote was within his statutory, regulatory, ani contract autherity. Thue, 


~ Ha 


appellent*s only real basis for objection on the beste of reasonableness 
diseppears xi the Seoretary’s setting of the royalty value mst be 
upheld, 
CONCLUSION 
For the foregoing reasons, we gubstit that the district court*’s 
digmiseal of the couplaint should be affirmed, 
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In his answer brief (1) the Secretary in effect recognizes 
that no determination of the reasonable value of produc- 
tion was made when he asserts that billings for royalty 
constituted such determinations; (2) the Seeretary now 
concedes that ‘‘reasonable value’? means the “fair market 
value’’ of the production, but asserts that ““production’’ 
means gas which is ready for market, in this case, delivered 
to the pipe line after dehydration and compression. (This 
contrasts to Calco’s position that “‘production’’ means the 


(1) 


2 


gas in the condition in which it comes from the wells.) ; and 
(3) the Secretary goes outside the record and wholly with- 
out justification charges that, at a time when the gas was 
selling for 12¢ per met the price was unreasonably low and 
that Calco was not selling its gas for the highest possible 
price. We shall deal with these points in order. 


I 


In our opening brief we established that the reasonable 
value of the royalty gas was never determined by the Secre- 
tary (Calco, Br. 14-18). The failure to determine reason- 
able value explains why the administrative opinions make 
no mention of reasonable value and the reason the court 
below could make no finding that reasonable value had been 
determined (Calco, Br. 17). Such a determination, even 
if ex parte, would have called for the submission and con- 
sideration of value evidence or data by the Geological Sur- 
vey, the Secretary’s advisors.’ None was ever adminis- 
tratively submitted or considered in this case. 


The Secretary answers that the contract price was dete- 
mined to be the reasonable value because otherwise no 
bills could even have been sent (Br. 19-20).*_ The billings 
affirmed by the Secretary were predicated wholly on the 
mechanical application of the royalty rate of 1214% to the 


1 Compare, United States v. Ohio Oil Co., 163 F. 2d 633, 641, 642 (C. A. 
10, 1947), certiorari denied 333 U.S. 833; and United States v. General 
Petroleum Corporation, 73 F. Supp. 225, 232-233 (S. D. Cal., 1947) 
affirmed, sub nom. Continental Oil Co. v. United States, 184 F. 2d 802 
(C. A. 9, 1950), where the Secretary referred the issue of reasonable value 
to the Geological Survey and had before him reports on valuation data 
before he determined the reasonable value of the production. 


2 To be accurate, no bills were sent and none is in the record. Calco 
remitted each month on the basis of the amount it received from Southern, 
less the costs of dehydration, compression and gathering. Subsequently, 
monthly statements of account were furnished in which these deductions 
were disallowed. Apparently these statements are referred to as billings 
(see J.A. 18-19.) 


gross proceeds received by Calco for the gas dehydrated, 
compressed and delivered to the pipe line. This compu- 
tation rested solely on the erroneous view that the lessee’s 
obligation to market, carried with it the obligation to pay 
royalty on the costs of marketing (dehydration, compres- 
sion and gathering, i.e. transportation). It was made with- 
out regard to the overriding requirement that the value 
be reasonable. This is shown by the Oil and Gas Super- 
visor’s (Geological Survey) memorandum (JA 43-46) with- 
held from the administrative record all during the time 
this case was in the Department (Caleo, Br. 15). 

The Secretary held that the lessee must pay royalty on 
whatever sum is paid into his hands, including royalty 
on costs of marketing. From his brief in this Court, it 
appears that the Secretary seeks to avoid review of what 
he did, and would prefer review on the fiction that he fixed 
reasonable value. All administrative action was cast in 
a mold which precluded consideration of reasonable value 


as the Supervisor’s ex parte memorandum makes plain 
(Caleo, Br. 15). The Secretary by way of argument, may 
not now substitute his demmand for royalty, based on an 
erroneous legal theory, for a determination of the factual 
issue of reasonable value. 


Although the Secretary made no determination of value, 
ex parte or otherwise, he accuses Calco ‘‘as plaintiff”’ with 
failure to sustain its burden of proof because it did not 
offer evidence to show the Secretary’s phantom value to 
be unreasonable (Br. 20). The issue of burden of proof 
now interjected into the case is a camouflage. There was 
no occasion for introducing evidence of reasonable value. 
Administratively no hearing was held and no determina- 
tion of reasonable value was ever made or contemplated. 
In the court below such evidence was not admissible. The 
Courts are confined to the administrative record. The 
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issue is not de novo. Wells and Wells, Inc. v. United States, 
269 F. 2d 412, 415 (C.A. 8, 1959). The court is not ‘‘at 
liberty to disregard or ignore the factual basis upon which 
the Secretary proceeded * * *.”’ United States v. Ohio 
Oil Co., 163 F. 2d 633, 641 (C.A. 10, 1947), certiorari denied 
333 U. S. 833. If the Secretary had fixed the reasonable 
value of the production then the question before the trial 
court would have been whether the administrative record 
supported that determination as rational. The adminis- 
trative record is before the Court. If arguendo, we go 
along with the Secretary and treat his ‘‘billings’’ as de- 
terminations of value, the administrative record on its 
face establishes that such ‘‘values”’ are grossly irrational 
and arbitrary. At the same time it exposes a significant 
omission in the Seeretary’s brief. 

Here 70% of the gas produced from the field is high 
pressure and does not require any expenditure for com- 
pression, the major cost item (up to 4.5¢ per mef). The 
other 30% of the gas is low pressure and does require 
compression (Calco, Br. 3-4). This 30% is the gas in con- 
troversy. The Secretary’s formula makes no distinction 
between the 70% and the 30%. His billings treat both as 
equal in value because he uses the contract price after 
the low pressure gas is compressed to bring it up to par 
with the high pressure gas. This is patently absurd. If 
the contract price is the reasonable value of 70% of the 
gas requiring no compression expenditures, it cannot be 
the reasonable value of the remaining 30%, requiring com- 
pression expenditures (see Calco, Br. 36). This showing 
alone suffices to establish that if the Secretary’s “¢billings’’ 
are treated as determinations of reasonable value they are 
irrational and not supported by the administrative record. 

This brings to the forefront the Secretary’s complete 
failure to say one word in his brief explaining how the 
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70% of the gas and the 30% of the gas can have the same 
reasonable value. The Secretary agrees his action must 
at least be rational to be sustained (Br. 15, 22). It is 
grossly irrational and arbitrary to say that two gases in 
the same field are of equal value where one gas requires 
expenditures of up to 4.5¢ per mef to meet the buyer’s 
contract specifications and the other gas requires no such 
expenditures to meet the identical specifications of the 
same buyer. Both receive the same contract price (12¢ 
per mef for convenience). Where is the Secretary’s ex- 
planation of how these two gases are of equal value? 


II 


The answer brief reduces the basic issue before the 
Court to the meaning of ‘‘production”’ in the statutory 
phrase ‘‘value of the production’. The Secretary now 
concedes that ‘‘value’’ means ‘‘fair market value’ (Br. 
16). This leaves in dispute the definition of the word ‘*pro- 
duction’’, that is, what is to be valued. The Secretary 
apparently has abandoned the basis of his decision, namely 
that royalty may be charged on marketing costs (dehydra- 
tion, compression and gathering). He seeks to accom- 
plish the same result by agreeing that royalty may be 
charged only on the fair market value of ‘*production’’ 
and then shifting the value point from the wellhead to the 
market (pipe line) where the ‘‘production’’ is enhanced 
in value by the marketing expenditures. 

A. It is Calco’s position that ‘production’? means the 
gas in the condition in which it comes from the wells. This 
is the Department’s own interpretation, formally announced 
in 1937, and is the general rule under established case law? 


3 Appellee asserts these cases deal with “manufacturing” and long dis- 
stance transportation costs (Br. 14-15). No “manufacturing” costs were 
involved. Long distance transportation could not be involved in the 
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(Caleo, Br. 21-25). The Secretary argues that production 
“refers to gas which is ready for the market’’ (Br. 16), 
meaning finished gas delivered to the pipe line where it 
brings the contract price paid for gas meeting the buyer’s 
specifications. 

The Department of the Interior has consistently followed 
the long standing 1937 interpretation in administering oil 
and gas lands. Interpretation of Ou and Gas Regulations, 
56 IL. D. 462, 464-5 (1937). In his administrative opinion 
under review, however, the Secretary bypassed the 1937 
interpretation. Before this Court he attempts to explain 
it away, stating that in the 1937 interpretation the ‘‘whole 
discussion is concerned with this contrast between gas 
which is manufactured into other products and gas which 
is not * * *”? (Br. 18-19). Frankly, his observations are 
quite incomprehensible. Hither the Secretary has not 
studied the 1937 interpretation or he is avoiding a clear 
explanation of what it means. That interpretation spells 
out the method of computing royalty on the natural gas as 
produced, including all of its constituent elements. These 
embrace dry gas and liquid hydrocarbons such as propane 
and butane, which appellant calls ‘‘products.”’ The 1937 
interpretation makes clear that ‘‘production’’ means nat- 
ural gas, the substance which comes from the wells, and that 
the Government’s royalty equity is in the value of that 
substance in the condition in which it comes from the wells. 
A little background may be helpful in understanding the 
1937 interpretation. 

Natural gas production may consist of dry gas alone. 


a  ———— 
Sartor cases, since the charges there were only 0.3¢ per mef, (321 U.S. 
625), about the same as in the case at bar (Calco, Br. 4). The 0.3¢ would 
indicate gathering charges from the wells to the pipe line. The LaFitte 
Company case (affirmed, 254 F. 2d S45 (C. A. 6, 1960)), does not deal 
with the cost items, but supports the general rule for which the cases 
were cited, that in the absence of express agreement to the contrary, 
royalty is computed on the value of the production at the wells. 


This is the case with about 70% of the gas produced in 
Romere Pass Field. Natural gas production may also con- 
sist of ‘‘wet gas.’’ This is the case with the other 30% of 
the field production and is primarily the gas in issue 
(Calco, Br. 3-4). ‘‘Wet’? gas includes gas plus liquid 
hydrocarbons (butane, propane, etc.) (Caleo, Br. 3, fn. 1). 

When dry gas is sold as such (here 70%), royalty is paid 
on it in the condition in which it comes from the well. When 
“wet gas,’’ is sold as such (here 30%), royalty is paid on 
it in the condition in which it comes from the well. If the 
lessee decided to extract the liquid hydrocarbons (e.g., pro- 
pane and butane) from wet gas, he would end up with three 
saleable items—propane, butane, and the residual dry gas, 
all consituent elements of the natural gas as produced. - 

In the 1937 interpretation, the Acting Secretary ruled 
that the leases ‘‘contemplate that a single royalty may be 
collected upon the value of the natural gas [including all its 
constituent elements] in the condition in which it comes 
from the well, or that separate royalties may be collected 
on the values of the constituent elements’’ (56 I. D. 462), 
and that a lessee should ‘‘pay his natural gas royalties 
upon the basis of the actual money value of such gas to him 
in the field * * *’’ (56 I. D, 464). He was not contrasting 
gases. He was defining the manner of computing royalty 
on the natural gas—meaning the raw product, the effluent 
issuing from the well. 

Under the 1937 interpretation, where the natural gas is 
broken into several commodities by extracting the liquid 
hydrocarbons, it is necessary to reconstruct the value of the 
several commodities in the condition in which they came 
from the well, in order to reconstruct the fair market value 
of the natural gas in the condition in which it came from 
the well. This is done by deducting from the value of the 


‘Emphasis supplied throughout this brief unless otherwise indicated. 


8 


extracted commodities the costs of ‘‘manufacturing’’ or 
extraction, leaving the value of those commodities as they 
occurred in the natural gas as produced from the wells. 
Thus, in our example, the lessee would be permitted to de- 
duct from the proceeds of the sale of the extracted propane 
and butane, his costs of ‘¢manufacturing’’ oF extracting 
those products from the natural gas. The palance would 
represent the value of the butane and propane in the 
natural gas as it came from the well. Similarly, the residue 
dry gas is valued in the condition in which it came from the 
well. It forms one of the constituent elements of the 
natural gas just as do the propane and butane. The ag- 
gregate of these values constitute the value of the natural 
gas as produced on which royalty is payable (30 CFR 
921.50(c) ; Caleo, Br. 40).* 

The Acting Secretary ealled attention to the method of 
computing royalty on the liquid hydrocarbons, one of the 
constituent elements of natural gas. He noted that, at the 
time of his 1937 interpretation, the regulations were being 
administered to allow two-thirds of the liquid hydrocar- 
pons extracted from the natural gas as reimbursement for 
the cost of ‘¢manufacture’’ or extraction. He pointed out 
that, up to then, royalty had been computed only on the 
remaining one-third because it had been erroneously as- 
sumed that the value of one-third of the liquid hydrocarbons 
after extraction was equal to the value of 100% of the liquid 
hydrocarbons ‘Gin the natural gas as produced’”’ (56 I. D. 
464). This was the section 4(d) formula. The Acting Secre- 


5 This follows the aluing minerals in the earth. For 
example, the value © ed by determining the value 
of the pure gold extract ess the costs of mining 
and transporting the ton © x i therefrom. This 
is what the Secretary does with natural gas. The cost of extracting the 
liquid hydrocarbons (pure gold) js deducted to get the value of those 
liquid hydrocarbons in the natural gas (gold ore) in the condition in 
which it comes from the wells. To this is added the value of the dry gas, 
one of the constituent elements of the natural gas production (gold ore). 


tary found that frequently this section 4(d) formula re- 
sulted in a value for royalty purposes which was ‘‘less than 
the net amount which the lessee actually realizes from his 
current disposals of such natural gas in the field’’, since 
“‘manufacturing’’ or extraction costs did not equal two- 
thirds of the value of the extracted products (56 I. D. 464). 
The Secretary ordered that only actual extraction costs be 
allowed as a deduction, not to exceed the two-thirds per- 
mitted under the section 4(d) formula. 

The 1937 interpretation is important here because it con- 
firms the rule, never changed, that royalty must be com- 
puted on the constituent elements, including dry gas, of the 
production, valued in the condition in which they come from 
the well. It dispels the idea, here advanced by the Secre- 
tary, that the Government is entitled to royalty on more 
than ‘‘the value of the natural gas in the condition in which 
it comes from the well * * *.”? Section 4(d) of the controlling 
regulation discussed in the 1937 interpretation stated: 
“‘The Government does not wish to collect royalty on that 
part of the value which is derived from the cost of manu- 
facturing, inasmuch as the Government’s equity is confined 
to the value of the raw material involved’’ (56 I. D. 463). 
The natural gas production is the ‘‘raw material’’. The 
residual dry gas, after the liquid hydrocarbons are ex- 
tracted is, of course, a constituent of the ‘‘raw material 
involved,’’ just as are the extracted ‘‘products’’. This 
fundamental principle spelled out in 1937 has never 
changed. 

The Secretary argues to this Court that the value of dry 
gas, one of the constitutents of natural gas, should be de- 
termined on a basis different from the other constituents. 
He would not express that position in his own administra- 
tive decision under review, because that is not how he 
administers the oil and gas interests of the United States. 
He ought not through argumentative gloss proffer that 
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proposition to the Court in the hope of sustaining his deci- 
sion in a particular case on the ground he himself would not 
use. 

The Acting Secretary’s 1937 interpretation has been in 
consistent force since it was announced. It was in force 
when the leases in suit were executed. The regulations 
interpreted in 1937 have not been changed in any controlling 
way and have been administered in accordance with the 
interpretation. There can be no doubt that the adminis- 
trative construction and practice is to collect royalty on 
the raw production—that is what the ‘‘Government’s equity 
is confined to * * *”’ (56 I. D. 463). The Secretary cannot 
justify his departure in this case. 

B. The foregoing explains the fallacy of the Secretary’s 
apparent argument that, since express provision is made 
for deducting ‘‘manufacturing”’ costs, the absence of com- 
parable language for ‘“‘marketing’’ costs indicates an in- 
tent that such costs were not to be deducted (Br. 18). 
Since the Government’s equity is limited to the market 
value of the raw production there was no reason to men- 
tion deduction of marketing costs for dry gas, liquid hydro- 
carbons or any other constituent of natural gas production. 
Such costs are imposed after the point at which value of 
the Government’s equity is measured. As noted above 
(supra, p. 8) ‘‘manufacturing’’ costs are explicitly al- 
lowed for liquid hydrocarbons in order to reconstruct the 
fair market value of the extracted hydrocarbons in the 
condition in which they came from the wells. That reason 
is not applicable to marketing costs. 

C. In this Court the Secretary quotes 30 CFR 221.51(b), 
part of a regulation which governs the computation of 
royalty on liquid hydrocarbons (See Calo, Br. 40, 45, fn. 
9.) He asserts that it shows that ‘‘the costs of marketing 
the residue gas are not allowed”’ (Br. 18). This is errone- 
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ous. Residue gas is the dry gas coming out of the tailgate 
of the extraction plant after the liquids are removed. The 
section of the regulation which the Secretary quotes states 
that in fixing the royalty value of liquid hydrocarbons, the 
costs of compressing (‘‘boosting’’) residue gas or other 
expenses incidental to marketing (meaning marketing resi- 
due gas) may not be deducted as ‘‘manufacturing’’ costs 
of extracting the liquid hydrocarbons. 

The Seerctary takes one paragraph of a regulation which 
has for its purpose the computation of royalty on liquid 
hydrocarbons and attempts to persuade the Court, that 
it means that no expenses of marketing may be deducted 
in computing royalty on dry gas. A separate regulation 
deals with the computation of royalty on gas (30 CFR 
221.50, for full text see Caleo, Br. 39-40). The Secretary 
is silent on this separate regulation. But that is the one 
which should say no marketing costs may be deducted 
from the price received at the pipe line for finished dry 
gas, if that were the rule. But of course, it says no such 
thing and this is not the rule as disclosed by the 1937 inter- 
pretation. (See supra, pp. 6-10; Caleo, Br. 33-34.) 

In his administrative opinion under review the Secretary 
did not mention this cost of ‘‘boosting’’ point. It initially 
was advanced by the Secretary in The Texas Co. case (64 
I.D. 79 (1957)). In our brief before the Secretary we dem- 
onstrated the complete error of The Texas Co. contention. 
(That portion of our administrative brief is set out in the 
Appendix to our opening brief before this Court (Caleo, 
Br. 44-45).) In his opinion under review the Secretary 
was silent on our argument and significantly did not re- 
affirm or mention the point on which he had quite heavily 
relied in The Texas Co. case. Thus, the Secretary again 
urges this Court to support his administrative decision on 
a ground which he would not adopt. 
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D. In aid of his new theory of valuing “‘production”’ 
(supra, p- 5) the Secretary asserts he has authority to 
define ‘‘production’’ and that he has defined it to mean 
‘‘vas which is ready for the market”? (Br. 16.). The kind of 
definition the Secretary is talking about—finished gas de- 
livered to market—would require a lessee to pay royalties 
on his marketing costs. Such a definition would be a dras- 
tic and revolutionary departure from ordinary contracts, 
from accepted case law and from the Secretary *3 own prac- 
tice and policy under the 1937 interpretation (Calco, Br. 
12-13). It may not be implied or inferred (Calco, Br. 27- 
98). It would have to be spelled out in clear and unmis- 
takeable language. Assuming he has power to define ‘‘pro- 
duction’’ to mean something more than the ‘‘raw material’’ 
to which the “«Government’s equity is confined’’, he has 
not done so. There is nothing in the statute, leases, regu- 
lations or elsewhere to tell a lessee that an obligation is 
imposed on him to pay royalty on production, valued after 
processing and delivery to market, or on any money he 
spends in making the natural gas ready for the buyer’s 
specifications or in carrying it to market. The 1937 inter- 
pretation tells him royalty is based on the gas ‘‘in the con- 
dition in which it comes from the well’’. 

The Secretary relies on inference and implication to 
support his freshly minted definition of “‘production”’ as 
“¢gas which is ready for the market’’. He seemingly places 
some reliance on the words ‘‘removed or sold’’ in the statu- 
tory royalty phrase—words he did not rely upon in his 
decision under review (Br. 15-16). He places heavier re- 
liance on a royalty regulation, 43 CFR 192.82 (d) which he 
did not mention in his administrative decision (Br. 16-17), 
and on an operating regulation, 30 CFR 221.47 (Br. 17-18). 


1. The statutory phrase “removed or sold’’. This phrase, 
the Secretary informs the Court, ‘‘demonstrates the rele- 
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vance of the sales price in determining the value of the pro- 
duction * * *’’ (Br. 16). All the phrase means is that no 
royalty may be charged unless and until production is 
‘‘removed or sold’’. The phrase does not define production 
or in any way suggest or make the sales price relevant. 

The United States, unlike an ordinary lessor, has power to 
compel its lessees to suspend production when economic or 
conservation conditions so require (30 U.S.C. 209; 226 (j)). 
The Secretary has exercised this power from time to time. 
When it is exercised no royalty may be charged since no 
oil or gas is ‘‘removed or sold’’. Again, commercial gas 
wells may be brought in, but without a pipe line the gas 
cannot be sold, or, another possibility, the gas may be pro- 
duced and returned to the formation on the same lease. In 
such cases no royalty may be charged—the gas is not ‘‘re- 
moved or sold’’, Another example—a lessee may remove 
gas from one lease for injection into another lease to in- 
crease ficld pressure in aid of stimulating secondary 
recovery. This gas is ‘‘removed’’, therefore royalty must 
be paid. It seems far-fetched for the Secretary to try to 
squeeze from the phrase ‘‘removed or sold’’ support for 
his new definition of ‘‘production’’, Finally, it is disturb- 
ing to find the Secretary urging on this Court, a position 
wholly contrary to the one he takes in the daily adminis- 
tration of the federal oil and gas lands. He would not 
and did not use or mention the ‘‘removed and sold’’ argu- 
ment in his own administrative decision, but he asks this 
Court to rely on it. His case is weak indeed when he must 
search out such language for support. 


2. The royalty regulation (43 CFR 192.82(d)). The 
Secretary places major reliance on 43 CFR 192.82(d), a 
royalty regulation (Br. 16-17). (For full text see Calco, 
Br. 6-7). He calls it ‘the basic regulation governing royalty 
clauses in leases’’ (Br. 16). It may be basic, but the Secre- 
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tary did not even mention it in his administrative opinion 
(Caleo, Br. 29, 35). 

This regulation empowers the Secretary to establish 
reasonable values for purposes of fixing royalty. In so 
doing the regulation specifies that the Secretary may give 
“due consideration” to ‘‘the highest price paid fore 
production of like quality in the same field,’’ ‘‘the price 
received by the lessee’’, and ‘‘to posted prices’? (Calco, 
Br. 7). The Secretary argues to this Court that the word 
“‘price’’ by implication means whatever money the pro- 
ducer receives, not just the money for the gas in the con- 
dition in which it comes from the well. Isolating the word 
‘price’? does not support the definition of ‘‘production”’ 
for which the Secretary is searching. The Seeretary urges 
the Court to affirm his administrative action on the strength 
of a regulation which does not pretend to define ‘‘produc- 
tion”’, let alone define it as finished gas at the pipe line. On 
the contrary, the regulation confirms that ‘‘production’”’ 
means the natural gas in the condition in which it comes 
from the wells. Probably the reason the Secretary did not 
mention it, in his opinion. 

The regulation calls for consideration of highest price 
for ‘‘production of like quality in the same field”’. The 
regulation does not permit the Secretary to consider the 
price of unlike gases in fixing reasonable value. Yet that 
is the effect of his ruling and the price argument he advo- 
cates. In this case, the high pressure gas and the low 
pressure gas, in the same field, are different gases and not 
of the same quality. After the low pressure gas is com- 
pressed at a cost of up to 4.5¢ per mef it is equal in quality 


6 The Secretary states (Br. 17) : “ ‘Price’ refers to what is actually be- 
ing received by the various producers, and it embraces both their costs 
of production and their profits”. It also embraces their costs of market- 
ing. We do not know why the Secretary omits marketing costs, the ones 
in issue. 
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to the high pressure gas. The same contract price is then 
paid for both gases. But the price paid for the high pressure 
gas cannot fix the value of the low pressure gas. If all 
gases were to be valued after processing to meet market 
specifications and delivery to the pipe line, all would be of 
the same quality. There would be no need for a regulation 
calling for consideration of price paid for gas of ‘‘like 
quality’’. It follows that when the regulation speaks of 
gases of like quality it contemplates gases in the condition 
in which they come from the well, not the gases after they 
have been equalized by processing to wipe out the differ- 
ence in quality. 

The regulation speaks of ‘‘posted prices’’. They are 
the announced prices which a purchaser will pay per bar- 
rel for crude oil in the field. Crude oil is the ‘‘Liquid 
petroleum as it comes out of the ground * * *’’, Oil and Gas 
Terms, Williams & Moyer (Matthew Bender & Company 
(1957)). Certainly field ‘‘prices’’ posted for oil speak of 
production in the condition in which it comes from the well, 
not oil at the pipe line or delivered to the refinery. This 
confirms that the regulation is dealing with production in 
the condition in which it comes from the well. 

The ‘‘price’’ received by the lessee means for the ‘‘pro- 
duction’’, in this case gas, in the condition in which it comes 
from the well. 


3. The operating regulation (30 CFR 221.47). The sec- 
ond regulation to which the Secretary refers is an operat- 
ing regulation setting out applicable guides in estimating 
the reasonable value of production (30 CFR 221.47). (For 
full text see Caleo, Br. 7) This regulation, characterized 
as the ‘‘gross proceeds’”’ regulation, is discussed in our 
opening brief, pp. 27-30. The Secretary quotes the portion 
of the regulation reciting that the value of ‘‘production’’ 
may not ‘‘be deemed to be less than the gross proceeds 
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accruing to the lessee from the sale thereof **°”’. He then 
argues that this means “<value cannot be ‘less than the 
gross proceeds accruing to the lessee’ ’’ three time omit- 
ting the word “thereof?’. (Br. 12, 17, 23.). 

In our opening brief, we pointed out that read in context, 
“thereof’’, the word omitted by the Secretary, refers back 
to ‘‘production’’, that is, gross proceeds from the sale of 
gas in the condition in which it comes from the well (Calco, 
Br. 28). The Secretary cannot explain away “«thereof’’ 
by omitting it in his quotation and discussion. We noted 
that the ‘‘gross proceeds’’ clause must be related to the 


overriding standard of ‘‘reasonable value’’ fixed in the 
regulation of which it is a part, and that this is confirmed 
by the history and objective of the regulation (Calco, Br. 
28-30). If the Seeretary’s ‘‘gToss proceeds” view is 
adopted, <<reasonable value’’ has no meaning. All gas in 
the same field would have the same ‘‘reasonable value’’ 
since value would be tested solely on the ‘‘gross proceeds” 


even though those ‘‘gross proceeds’”’ included payment for 
elements of value in which the Government has no equity. 
To accept the Secretary’s blanket definition would lead to 
jrrational and absurd results (Caleo, Br. 34-37). 

The ‘‘gross proceeds”’ clause has its place. Indeed as the 
Secretary notes ‘‘gross proceeds’? may be less than rea- 
sonable value (Br. 22). In the Kettleman Hills and Ohio 
Oil Co. cases (Calco, Br. 30) the gross proceeds for the 
production in the condition in which it came from the wells 
was less than <cpeasonable value’’. By the same token 
“gross proceeds’” may be more than “‘reasonable value”’ 
as in the case of the low pressure gas in controversy (See 
Caleo, Br. 36-37). “Gross proceeds’ and ‘‘reasonable 
value’’ are not synonymous. There is no obligation on the 
lessee created by statute, regulation or contract to pay 
royalty on whatever sum of money is placed in his hands 
by the gas buyer. The obligation is to pay royalty on the 
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fair market value of the gas in the condition in which it 
comes from the well. If that happens to be the ‘‘gross 
proceeds’’ that guide is applicable. Otherwise, it is not. 


TI 


The Secretary rather sarcastically observes that if Calco 
were consistent it would claim as deductions all costs from 
the time the production leaves the well (Br. 12, 19). Caleo 
has not claimed deductions for moving the production from 
the wells to any of the three separators (Calco, Br. 4, fn. 3). 

Ordinarily separators, to separate solution gases from 
erude oil, are located at the well, one for each well. By 
industry custom and usage ‘‘at the well’’ or ‘‘at the well- 
head’? means at the separator. Romere Pass Field is 
located in the Mississippi Delta area. The country is very 
marshy and the separators must be built on platforms at 
substantial expense. To meet this problem Caleo built 
three, large, centrally-located separators on platforms and 
connected the wells to them. Since this was done for 
Caleo’s convenience, it would not be justified in charging 
for moving the production to any of the three separators. 
No such charge would have been proper if a separator had 
been built at each well. The Secretary scoffingly finds no 
reason but ‘‘magnanimity’’ for Calco not claiming these 
costs (Br. 12). Of course, if the Secretary insists, we are 
willing to claim the costs of moving the production to the 
three separators. The facts are known to the Geological 
Survey. This seems to be an instance of lack of communi- 
cation between the Secretary and his counsel. 


IV 


We here deal with the Secretary’s action in going outside 
the record to show that the contract price increased from 
12¢ to 21.5¢ commencing April 1, 1959 (Br. 5). In passing, 
we cannot help but observe that if the Secretary had deter- 
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mined reasonable value as he says he did, the facts con- 
cerning the contract prices would have been in the adminis- 
trative record and he would not have had to go outside. 
Apart from the impropriety of departing from the record, 
we see no reason why the fact of the increase should not be 
before the Court. It demonstrates Calco’s provident action 
in obtaining the highest price possible. But we do object 
to the improper use the Secretary attempts to make of the 
fact of the price increase. It appears to us that the Secre- 
tary’s purpose in going outside the record to highlight the 
increase was to prejudice Calco’s case before this Court 
by charging, without justification or support, that the in- 
crease to 21.5¢ in 1959 ‘‘indicates that at least for much of 
the [preceding 5-year] period the 12¢ was unreasonably 
low”’ (Br. 20). 

It was a foul blow for the Secretary of the Interior even 
to suggest that the contract price negotiated by Caleo was 
at any time ‘‘unreasonable low’’. The assertion, made 
without support in the record, is not true. It is highly im- 
proper for the Secretary and censurable for his counsel 
to make so prejudicial a suggestion to the Court. The 
Secretary, through the Geological Survey, has practically 
daily supervision over every phase of Calco’s lease opera- 
tions. Every sales contract and amendment thereto is sub- 
mitted, as required by the leases, to the Geological Survey. 
We think that appellee’s statement reflects another in- 
stance of lack of communication between the Secretary and 
his counsel. We say that the Secretary could not be in- 
duced to sign a letter to this Court, supported by facts, 
stating that royalties were charged on 12¢ per mef at any 
time when Calco was receiving a higher price for its gas 
from Southern, or that the contract price paid by Southern 
at any time represented less than the fair market value of 
the gas. The charges made in this Court via the Secre- 
tary’s answer brief are without basis in fact and without 
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support either in the record before this Court or anywhere 
else. This attempt at prejudicial coloring should be recog- 
nized and treated for what it is. 

Caleo represents a % interest in the leases, the Secre- 
tary a % interest. It was Calco’s obligation, and in its 
own interest, to obtain the highest price possible for the 
gas. This it undertook to do and successfully. The record 
shows that at the time the 12¢ price was negotiated it was 
the ‘‘by far the highest price being paid for any any sub- 
stantial volume of gas’’ in the area, the next highest being 
To¢ (JA 22, par. 4). The Geological Survey reported this 
statement was not ‘‘questioned’’ (JA 44). 

The sales contract contained three sections dealing with 
increased prices: the ‘‘escalator’’ section providing for 
increases of 1¢ per mef each 5 years up to 16¢ per mef (Art. 
8, sec. 1; JA 53); the provisions for increases if the ‘‘going 
price’’ in the purchase area rose above the contract price 
(Art. 8, sec. 2; JA 54); and the ‘‘most favored nation’’ 
provision, so that if Southern paid more to others in the 
purchase area it was obliged to pay the higher price to 
Caleo (Art. 8, sec. 3; JA 55). Increases under the escalator 
and ‘‘going price’’ provisions could not go into effect until 
the commencement of a new five year period. There was 
no such limitation on the ‘‘most favored nation’’ provision. 

The first year period ended March 31, 1959. Within that 
period, promptly upon rumor that Southern was going to 
pay more than 12¢ per mef, Calco by letter of June 18, 
1958, demanded the higher price effective November 1, 
1958, under both the ‘‘going price’’ and the ‘‘most favored 
nation’’ clause. (For full text see infra, pp. 22-23.) The 
date, November 1, 1958, took into account the 60 day notice 
and the arbitration period, permitted under the contract 
(JA 56) and also fitted with the rumor that on that date 
Southern would commence buying from others at the higher 
price. Southern, by letter of July 25, 1958, conceded the 
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claim and advised that commencing November 1, 1958, the 
price payable under the ‘‘most favored nation’’ clause 
would be 21.5¢ per mef and commencing November 1, 1962 
and until March 31, 1964, the price would be 23.5¢ per mef. 
(For full text see infra, pp. 23-25.) The matter of the 
new prices is under the jurisdiction of the Federal Power 
Commission. In the exercise of its authority, that Com- 
mission suspended the price increases for 5 months, until 
April 1, 1959. Since that time the increased price of 21.5¢ 
has been paid subject to approval of the Federal Power 
Commission. The increase is held in bonded deposit pend- 
ing the Commission’s final action. 

We regret that the Secretary saw fit to go outside the 
record and inject collateral matter into the case. We think 
the Secretary acted unfairly in the use to which he put 
the extraneous facts. We are satisfied that no such loose 
and reckless an assertion would have been made adminis- 
tratively. The Geological Survey is well aware that 


throughout Calco has acted to secure the highest possible 
price for its gas. Common sense dictates that there is no 
possible advantage to Caleo in holding down the price of 
the gas. It represents an interest 7 times that of the United 
States. 


It is the Secretary’s duty to collect royalty on the rea- 
sonable value of the production. If, as the Secretary 
charges, the contract price was unreasonably low, he should 
not have stood by and done nothing. He is in no position to 
play altruist with the Government’s royalty gas. If 12¢ 
per mef was ‘‘unreasonably low”’ for much of the first 5 
years of the contract, it was his duty to determine the rea- 
sonable fair market value and to collect royalty on it. The 
fact is, and the Secretary well knows it, that the 12¢ price 
was always the fair market value of the gas delivered to the 
pipe line. His prejudicial observation was ill advised. 
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Conclusion 


In the final paragraph of our opening brief (p. 38), we 
prayed for reversal and remand with directions to return 
the case to the Secretary to establish the reasonable value 
of the gas in the condition in which it comes from the well 
for the purpose of computing the royalty to the United 
States. More properly we should have asked for that relief 
in the alternative, with the main relief a judgment declar- 
ing that the Secretary is without authority to collect royal- 
ties on the costs and expenses of gathering, compressing 
and dehydrating the gas produced under the leases in suit. 


Respectfully submitted, 
Marvin J. Sonosky, 
1028 Connecticut Avenue, N.W., 
Washington 6, D. C., 
Attorney for Appellant. 
Of Counsel: 
Joun S. Waite, 


1028 Connecticut Avenue, N.W., 
Washington 6, D. C. 
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APPENDIX 


Letter dated June 18, 1958, from The California Com- 
pany to Southern Natural Gas Company. 


Tue CaLiroRNIA CoMPANY 
800 The California Company Building 
New Orleans 12, Louisiana 


June 18, 1958. 
GC-46 Sate or Gas, Various Frevps 
Plaquemines and Jefferson Parishes, Louisiana 


RecisTERED Maru. 


Southern Natural Gas Company, 
Esperson Building, 
Houston 2, Texas. 


Attention: Mr. John M. Starke 


GENTLEMEN: 


Confirming our recent conversations, it is our desire to 
escalate the price under agreement dated July 31, 1951, be- 
tween our respective companies providing for sale and 
purchase of gas from various fields in Plaquemines and 
Jefferson Parishes, Louisiana, to the higher prices you are 
paying and to the going prices in the purchase area. 


Accordingly, we hereby give you notice under subject con- 
tract: 


1. That, pursuant to Section 3 of Article 8, we claim the 
price payable for gas under said contract should be 
increased by reason of your purchase of gas from 
others in the purchase area at a higher price and that 
the price payable to us should be adjusted effective 
7:00 a.m. November 1, 1958, to equal such other price. 

. That, pursuant to Section 2 of Article 8, we feel that 
the going price for gas in the purchase area is higher 
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than the price specified in said contract and, therefore, 
we desire to promptly undertake negotiations as to the 
price payable effective 7:00 a.m. April 1, 1959. 


Please acknowledge receipt of this notice by signing and 
returning duplicate original hereof. 


Yours very truly, 


Tue Cauirornia Company, 
By (s) Harotp D. Brennanp. 


REcEIVED AND ACKNOWLEDGED: 
SovutHern Natura, Gas Company, 
By (s) Joun M. Starke. 


Date ——. 


Letter dated July 25, 1958 from Southern Natural Gas 
Company to The California Company. 
SourHern Natura Gas Company 
Esperson Building 
Houston 2, Texas 


JOHN M. STARKE 
VICE PRESIDENT 
July 25, 1958. 
AIRMAIL 
The California Company, 
800 The California Company Building, 
New Orleans 12, Louisiana. 


Attention: Mr. Harold D. Brennand, Manager, Natural Gas 
Sales Division 


GENTLEMEN: 


We refer to agreement dated July 31, 1951 between you 
and the undersigned providing for purchase and sale of 
gas from various fields in Plaquemines and Jefferson 
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Parishes, Louisiana. We also refer to your letter of June 
18, 1958 with reference to said agreement. 


Section 2 of Article 8 of said agreement provides for the 
adjustment effective as of April 1, 1959 of the price payable 
for gas on the basis of the going price as defined therein. 

Section 3 of Article 8 provides for the adjustment of the 
price payable under said agreement in the event we pur- 
chase in the purchase area (as defined) for interstate pipe 
line transmission gas at a price higher than the price pay- 
able thereunder. 

You are advised that we expect during the month of 
November 1958 to purchase gas in the purchase area for 
interstate pipe line transmission at a price of 21.5¢ per mef 
(measured at 15.025 psia and a temperature of 60°F.) plus 
reimbursement of the first 1.3¢ per mef of taxes, and reim- 
bursement of 7eths of taxes in excess of 1.3¢ per mef. We 
further advise that said price is the highest price at which 
we will have so purchased gas for such interstate trans- 
mission prior to November 1, 1958. 


In our opinion our purchase at said price, giving effect 
to the factors specified in our agreement for adjustment to 
the going price, would properly result in the upward ad- 
justment, pursuant to Section 3 of Article 8, of the price 
payable under our agreement so as to equal said price, plus 
the same reimbursement of taxes. 


With reference to the determination of the going price 
as defined in Section 2 of Article 8, we advise that we have 
not negotiated any contract, and that so far as we know 
no other pipe line purchaser generally similar to us in the 
nature and scope of its operations has negotiated any con- 
tract, for the purchase of gas in the purchase area for in- 
terstate pipe line transmission at a price to be payable 
during the five year period commencing April 1, 1959, in 
excess of that specified above except that we have nego- 
tiated a contract for such purchase providing for a price 
expected to be effective in November, 1962 of 23.5¢ per mef 
on the same basis of measurement and with the same provi- 
sions for tax reimbursement. 


We understand that you desire to determine at this time 
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the price of gas which would be payable under Section 2 
of Article 8 during the period of five years commencing 
April 1, 1959. 

Accordingly this letter will evidence our agreement that 
effective November 1, 1958 the price payable for gas under 
the said agreement shall be 21.5¢ per mef (on the basis of 
measurement and with the provisions for tax reimburse- 
ment specified above). Said price shall be effective until 
October 31, 1962 after which date the price shall be 23.5¢ 
per mef (on the same basis of measurement and with the 
same provision for tax reimbursement) until March 31, 
1964. 

If you are in agreement with respect to the foregoing, 
please so indicate by signing in the space provided below 
and returning to us two copies of this letter which shall 
thereupon evidence the agreement between you and us that, 
effective November 1, 1958 and continuing until March 
31, 1964, the prices payable under the said agreement shall 
be adjusted to those hereinabove specified, subject to the 
further provisions of Section 3 of Article 8, 


Yours very truly, 


SoutHern Natura Gas Company, 
By Joun M. Starke, 
Vice President. 


Accepted and Confirmed. 


Tue Cauirornia Company, 
By C. M. Tuter, 
Vice President. 


Date: July 31, 1958. 


(5655-6) 


